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NOTICE TO READERS
This AICPA Audit and Accounting Guide (Guide) has been prepared by the 
AICPA Stockbrokerage and Investment Banking Committee to assist 
preparers of financial statements in preparing financial statements in conform­
ity with generally accepted accounting principles and to assist auditors in 
auditing and reporting on such financial statements in accordance with gener­
ally accepted auditing standards.
Descriptions of accounting principles and financial reporting practices in Audit 
and Accounting Guides are approved by the affirmative vote of at least two- 
thirds of the members of the Accounting Standards Executive Committee, 
which is the senior technical body of the AICPA authorized to speak for the 
AICPA in the areas of financial accounting and reporting. Statement on 
Auditing Standards (SAS) No. 69, The M eaning  of Present Fairly in Conformity 
With Generally Accepted Accounting Principles, identifies AICPA Audit and 
Accounting Guides that have been cleared by the Financial Accounting Stand­
ards Board (FASB) as sources of accounting principles in category b of the 
hierarchy of generally accepted accounting principles that it establishes. This 
Audit and Accounting Guide has been cleared by the FASB. AICPA members 
should consider the accounting principles described in this Audit and Account­
ing Guide if the accounting treatment of a transaction or event is not specified 
by a pronouncement covered by Rule 203 of the AICPA Code of Professional 
Conduct. In such circumstances, the accounting treatments specified by this 
Audit and Accounting Guide should be used, or the member should be prepared 
to justify another treatment, as discussed in paragraph 7 of SAS No. 69.
This AICPA Audit and Accounting Guide, which contains auditing guidance, 
is an interpretive publication pursuant to SAS No. 95, G enerally Accepted 
A u d it in g  S tandards. Interpretive publications are recommendations on the 
application of SASs in specific circumstances, including engagements for enti­
ties in specialized industries. Interpretive publications are issued under the 
authority of the Auditing Standards Board. The members of the Auditing 
Standards Board have found this Guide to be consistent with existing SASs.
The auditor should be aware of and consider interpretive publications applica­
ble to his or her audit. If the auditor does not apply the auditing guidance 
included in an applicable interpretive publication, the auditor should be pre­
pared to explain how he or she complied with the SAS provisions addressed by 
such auditing guidance.
Public Accounting Firms Registered With the PCAOB
Subject to the Securities and Exchange Commission (Commission) oversight, 
Section 103 of the Sarbanes-Oxley Act (Act) authorizes the Public Company 
Accounting Oversight Board (PCAOB) to establish auditing and related at­
testation, quality control, ethics, and independence standards to be used by 
registered public accounting firms in the preparation and issuance of audit 
reports as required by the Act or the rules of the Commission. Accordingly, 
public accounting firms registered with the PCAOB are required to adhere to 
all PCAOB standards in the audits of issuers, as defined by the Act, and other 
entities when prescribed by the rules of the Commission.
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John A. Fogarty, C ha ir  
A u d it in g  S tandards B oard
A ccounting Standards E xecutive C om m ittee (1995-1996)
G. Michael Crooch, Chair 
Philip D. Ameen 
James L. Brown 
Joseph H. Cappalonga 
John C. Compton 
Leslie Coolidge 
Edmund Coulson
Louis W. Matusiak, Jr. 
James P. McComb 
Charles L. McDonald 
Roger H. Molvar
R. Larry Johnson 
David B. Kaplan 
James W. Ledwith
George P. Fritz
Stockbrokerage and Investm ent B anking C om m ittee (1995-1996)
Yelena Mishkevich 
Technical M anager 
Accounting and Auditing Publications
The Stockbrokerage and Investment Banking Committee gratefully acknow­
ledges the contributions of former committee chairs Edward H. Jones and 
Thomas C. Lockburner, and members Victor P. Capadona, Regina A. Dolan, 
Dennis E. Feeney, Michael Ferman, David C. Fisher, Richard C. Flowers, David 
Goldfarb, G. Victor Johnson, Marshall J. Levinson, Donald H. MacNeal, Robert 
B. Mills, Carlos Onis, Victoria A. Pellegrino, Kevin C. Piccoli, Leonard M. Rush, 
Jonas B. Siegal, Stuart Steckler, Lawrence A. Stoler, Peter W. Testaverde, Jr., 
and Charles F. Vadala, Jr. The Committee also gratefully acknowlegdes the 
contributions of Michael Macchiaroli of the U.S. Securities and Exchange 
Commission and of Paul H. Bjarnason, Jr. of the Commodity Futures trading 
Commission.
The Committee is grateful to Adrian Fitzsimons, Professor, St. John’s Univer­
sity, for his assistance in writing the Guide.
The AICPA staff gratefully acknowledges Richard C. Flowers, Matthew 
Hughey, John J. Lynch, and Esther Mills for their contributions in the review 
of the conforming changes in the May 2004 edition of the Guide.
John J. Lynch, Chair 
Michael J. Castellano 
Deborah L. Cuny 
Peter F. Desmond 
Robert A. Flaum 
Nancy Grimaldi 
Dennis P. Harrington
James W. Quinn 
Mark A. Ramler 
John Verdonck 
Lawrence Volpe
Mark W. Holloway 
Lawrence O. Kaplan
AICPA Staff
iv
This edition of the Audit and Accounting Guide Brokers and Dealers in 
Securities, has been modified by the AICPA staff to include certain 
changes necessary due to the issuance of authoritative pronouncements 
since the guide was originally issued. This Guide reflects relevant guidance 
contained in authoritative pronouncements through May 1, 2004:
•  FASB Statement No. 150, Accounting for Certain Financial Instruments 
With Characteristics of Both Liabilities and Equity, and Revised FASB 
Statements issued from May 1, 2003 through May 1, 2004, including
— FASB Statement No. 132 (revised 2003), Em ployers’ D isclosures 
About Pensions and Other Postretirement Benefits
•  FASB Interpretation No. 46 (revised December 2003), Consolidation 
of Variable Interest Entities
•  FASB Technical Bulletin 01-1, Effective Date for Certain Financial 
Institutions o f Certain Provisions of Statement 140 Related to the 
Isolation of Transferred Financial Assets
•  FASB Staff Positions issued through May 1, 2004
•  FASB Emerging Issues Task Force (EITF) consensus positions 
adopted at meetings of EITF held through March 2004
•  Practice Bulletin No. 15, Accounting by the Issuer o f Surplus Notes
•  SAS No. 101, Auditing F a ir  Value Measurements and Disclosures
•  SOP 03-5, Financial Highlights of Separate Accounts: An Amendment 
to the Audit and Accounting Guide Audits of Investment Companies
•  SSAE No. 12, Amendment to Statement on Standards for Attestation 
Engagements No. 10, Attestation Standards: Revision and Recodification
•  PCAOB Auditing Standard No. 2, An Audit of Internal Control Over 
Financial Reporting Performed in Conjunction With an Audit of 
Financial Statements
The changes made for the current year are identified in a schedule in 
Appendix O of the Guide. The changes do not include all those that might 
be considered necessary if the guide were subjected to a comprehensive 
review and revision.
Users of this Guide should consider pronouncements issued subsequent 
to those listed above to determine their effect on entities covered by this 
Guide.
V
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Preface
Purpose
This American Institute of Certified Public Accountants (AICPA) Audit and 
Accounting Guide has been prepared to assist brokers and dealers (broker- 
dealers) in securities in preparing financial statements in conformity with 
generally accepted accounting principles (GAAP) and to assist independent 
accountants in reporting on financial statements (and other written manage­
ment assertions) of those entities.
Applicability
This Guide applies to preparation and audit of financial statements of entities 
that are broker-dealers in securities. The activities of broker-dealers in securi­
ties are described in Chapter 1. Operations of such entities are subject to the 
rules and regulations of the Securities and Exchange Commission and other 
regulatory bodies.
Broker-dealers in securities are subject to regulation under the Securities 
Exchange Act of 1934. Some broker-dealers are also futures commission mer­
chants for commodity futures and commodity option contracts subject to regu­
lation under the Commodity Exchange Act. †
Members of the National Association of Securities Dealers, Inc. (NASD) are 
subject to the rules of that association, and members of securities exchanges 
are also subject to the rules of the exchanges of which they are members. Some 
of these rules, as currently in effect, are discussed in this Guide. However, the 
rules, regulations, practices, and procedures of the securities and commodities 
futures industries have changed frequently and extensively in recent years. 
Still further changes are under consideration as this Guide goes to press, and 
the a u d ito r should  keep abreast o f these changes.
Limitations
The Guide is intended to highlight significant matters and establish general 
guidance. It is not intended to provide comprehensive discussion of all possible 
matters of significance in an audit of financial statements or all audit situations 
that an independent accountant might encounter in an audit of the financial 
statements of a broker-dealer.
Consulting the accounting and financial reporting and auditing sections of 
the Guide cannot take the place of a careful reading of specified authoritative
SOP 03-4, R epo rting  F in a n c ia l H ig h lig h ts  an d  Schedule o f  Investm ents by N onregiste red  
Investm en t P artn e rsh ip s : A n  A m endm en t to the A u d it  an d  A ccoun ting  G uide  A u d its  o f In ve s tm e n t 
C om panies an d  A IC P A  S ta tem ent o f  P os ition  95-2, F in a n c ia l R epo rting  by N on p u b lic  In ve s tm e n t 
P a rtn e rsh ip s , am ends foo tnote 13 to  C hap te r 7 o f the  Investm ent Companies G uide to  c la r ify  th a t 
o n ly  in ve s tm e n t p a rtn e rsh ip s  re gu la te d  as brokers  and dealers in  secu rities  u n d e r the  S ecurities 
Exchange A c t o f 1934 th a t m anage funds fo r those w ho are officers, d irec to rs , o r employees o f the  
genera l p a rtn e r are excluded fro m  the  re q u ire m e n t to  p rov ide  a p o rtfo lio  o f investm en ts  un de r 
pa ragraph  7.12. A s a re su lt, b rokers w ho are organized as pa rtn e rsh ip s  w h ich  tra de  fo r th e ir  own 
account and have a la rge  nu m ber o f lim ite d  p a rtn e rs  are no longer safe ha rbored  to  issue fin a n c ia l 
s ta tem en ts  as b rokers  and dealers in  securities b u t w i l l  have to  fo llow  th e  Investm en t Companies 
G uide w h ich  requ ires  a schedule o f inves tm en ts  and fin a n c ia l perform ance in fo rm a tio n .
† The S tockbrokerage and In ve s tm e n t B a n k in g  C om m ittee  o f th e  A IC P A  has pu b lished  A u d its  
o f  F u tu res  C om m ission M erchants, In tro d u c in g  Brokers, an d  C om m odity  Pools. T h is  p ractice aid, 
w r it te n  by th e  C om m od ity  P ractice A id  Task Force, is in te nded  to  p rov ide  p ra c titio n e rs  w ith  
n o n a u th o r ita tiv e , p ra c tica l gu idance on a u d itin g  fin a n c ia l s ta tem en ts  o f fu tu re s  com m ission m e r­
chants, in tro d u c in g  brokers, and com m odity  pools, and is organized to  com plem ent th is  Guide.
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literature. Other professional literature and authoritative guidance that may be 
issued by the Accounting Standards Executive Committee (AcSEC), the Finan­
cial Accounting Standards Board (FASB), including its Emerging Issues Task 
Force (EITF), or the ASB may affect audits of the financial statements of 
broker-dealers. Further, the nature, timing, and extent of audit procedures 
applied in a financial audit is ultimately determined by the independent 
accountant in the circumstances. The procedures discussed in the auditing 
section of the Guide are not intended to be comprehensive and, performed by 
themselves, would not necessarily constitute an audit in accordance with 
generally accepted auditing standards (GAAS). Nor would omission of certain 
procedures set forth in the Guide necessarily result in a violation of GAAS. 
Internal control over financial reporting and possible tests of controls are 
discussed in the context of a financial statement audit. While they may 
correspond to controls that are subject to procedures performed in an engage­
ment performed in accordance with SSAEs, internal control over financial 
reporting and possible tests of controls are not presented in that context and 
are not intended to address the considerations of such an engagement.
Impact on Other Literature
This Guide supersedes the AICPA Audit and Accounting Guide A u d its  o f  
Brokers and  Dealers in  Securities.
The Guide incorporates and supersedes SOP 90-3, D e fin itio n  o f the Term  
Substantially the Same fo r  H olders o f Debt Instrum ents, as Used in  C erta in  
A u d it Guides and  a Statem ent o f Position, to the extent SOP 90-3 amended 
previous editions of the AICPA Audit and Accounting Guide A u d its  o f Brokers  
and  Dealers in  Securities. The Guide incorporates and supersedes the following 
SOPs:
a. SOP 89-1, Reports on A ud ited  F in a n c ia l Statements o f Brokers and  
Dealers in  Securities
b. SOP 89-4, Reports on the In te rn a l C ontro l S tructure  in  Audits of 
Brokers and Dealers in Securities
Effective Date and Transition
For accounting and financial reporting provisions of this Guide that describe 
other authoritative literature, effective dates should be applied as provided for 
in the related literature. All other accounting and financial reporting provisions 
of the Guide, shall be effective for annual financial statements issued for fiscal 
years beginning after December 15, 1997, and for interim financial statements 
issued after initial application. The auditing provisions of this Guide shall be 
applied prospectively to audits of broker dealers’ financial statements for fiscal 
years ending after December 15, 1997. Earlier application of the accounting, 
financial reporting, and auditing provisions of this Guide is permitted but not 
required.
This Guide requires two changes in financial reporting: (1) it does not allow 
combining of subordinated debt with stockholders’ equity and (2) it requires 
that delayed delivery transactions be reported in the statement of condition on 
the settlement (delivery) date instead of the trade date.
The changes are effective for annual financial statements issued for fiscal 
years beginning after December 15, 1997. If comparative annual financial 
statements are presented for earlier periods, restatement is recommended but 
not required.
AAG-BRD
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Substantial Changes to Audit Process Proposed
(Note: This discussion is not applicable to public accounting firms registered 
with the Public Company Accounting Oversight Board and their associated 
persons in connection with their audits of issuers as defined by the Sarbanes- 
Oxley Act, and other entities when prescribed by the rules of the Securities and 
Exchange Commission.)
In December 2002, the AICPA’s Auditing Standards Board (ASB) issued an 
exposure draft proposing seven new Statements on Auditing Standards (SASs) 
relating to the auditor’s risk assessment process. The ASB believes that the 
requirements and guidance provided in the proposed SASs, if adopted, would 
result in a substantial change in audit practice and in more effective audits.
The primary objective of the proposed SASs is to enhance auditors’ application 
of the audit risk model in practice by requiring:
•  More in-depth understanding of the entity and its environment, in­
cluding its internal control, to identify the risks of material misstate­
ment in the financial statements and what the entity is doing to 
mitigate them.
•  More rigorous assessment of the risks of material misstatement of the 
financial statements based on that understanding.
•  Improved linkage between the assessed risks and the nature, timing 
and extent of audit procedures performed in response to those risks.
The exposure draft consists of the following proposed SASs:
•  Am endm ent to Statem ent on A u d itin g  S tandards No. 95, G enera lly 
Accepted A u d itin g  S tandards
•  A u d it Evidence
•  A u d it R isk and  M a te r ia lity  in  C onducting an A u d it
•  P la n n in g  and Supervision
•  U nderstand ing  the E n tity  and Its  E nv ironm ent and Assessing the 
Risks o f M a te ria l M isstatem ent
•  P erform ing  A u d it Procedures in  Response to Assessed R isks and  E v a lu ­
a tin g  the A u d it Evidence O btained
•  Amendment to Statement on A u d itin g  Standards No. 39, A u d it Sam pling
The proposed SASs establish standards and provide guidance concerning the 
auditor’s assessment of the risks of material misstatement in a financial 
statement audit, and the design and performance of audit procedures whose 
nature, timing, and extent are responsive to the assessed risks. Additionally, 
the proposed SASs establish standards and provide guidance on planning and 
supervision, the nature of audit evidence, and evaluating whether the audit 
evidence obtained affords a reasonable basis for an opinion regarding the 
financial statements under audit.
Readers can access the proposed standards at AICPA Online (www.aicpa.org) 
and should be alert to future progress on this project.
Applicability of Requirements of the Sarbanes-Oxley 
Act of 2002, Related Securities and Exchange 
Commission Regulations, and Standards of the Public 
Company Accounting Oversight Board
Publicly-held companies and other “issuers” (see definition below) are subject 
to the provisions of the Sarbanes-Oxley Act of 2002 (Act) and related Securities
AAG-BRD
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and Exchange Commission (SEC) regulations implementing the Act. Their 
outside auditors are also subject to the provisions of the Act and to the rules 
and standards issued by the Public Company Accounting Oversight Board 
(PCAOB).
Section 205(c)(2) of the Act amended Section 17 (15 U.S.C. 78q) of the 
Securities Exchange Act of 1934 to require a ll broker-dealers (both public and 
private) to be audited by a public accounting firm registered with the PCAOB. 
However in August 2003, the SEC issued an Order deferring until January 1, 
2005, the requirement that auditors of nonpublic broker-dealers register with 
the PCAOB (see Release No. 34-48281 at www.sec.gov). In July 2004, the SEC 
extended the 2003 Order until January 1, 2006 (see Release No. 34-50020 at 
www.sec.gov). Therefore, privately held broker-dealers could continue to file 
with the SEC and send their customers financial statements audited by 
“independent public accounting firms” (which may not be registered with the 
PCAOB) through that date or until the SEC decides otherwise.
Presented below is a summary of certain key areas addressed by the Act, the 
SEC, and the PCAOB that are particularly relevant to the preparation and 
issuance of an issuer’s financial statements and the preparation and issuance 
of an audit report on those financial statements. However, the provisions of the 
Act, the regulations of the SEC, and the rules and standards of the PCAOB are 
numerous and are not all addressed in this section or in this Guide. Issuers and 
their auditors should understand the provisions of the Act, the SEC regulations 
implementing the Act, and the rules and standards of the PCAOB, as applicable 
to their circumstances.
D e fin itio n  o f an Issuer
The Act states that the term “issuer” means an issuer (as defined in section 
3 of the Securities Exchange Act of 1934 (15 U.S.C. 78c)), the securities of 
which are registered under section 12 of that Act (15 U.S.C. 781), or that is 
required to file reports under section 15(d) (15 U.S.C. 78o(d)), or that files 
or has filed a registration statement that has not yet become effective under 
the Securities Act of 1933 (15 U.S.C. 77a et seq.), and that it has not 
withdrawn.
Issuers, as defined by the Act, and other entities when prescribed by the 
rules of the SEC (collectively referred to in this Guide as “issuers” or 
“issuer”) and their public accounting firms (who must be registered with 
the PCAOB) are subject to the provisions of the Act, implementing SEC 
regulations, and the rules and standards of the PCAOB, as appropriate. 
Non-issuers are those entities not subject to the Act or the rules of the SEC.
Guidance for Issuers
M anagement Assessment of Internal Control
As directed by Section 404 of the Act, the SEC adopted final rules requiring 
companies subject to the reporting requirements of the Securities Exchange 
Act of 1934, other than registered investment companies and certain other 
entities, to include in their annual reports a report of management on the 
company’s internal control over financial reporting. See the SEC web site at 
www.sec.gov/rules/final/33-8238.htm for the full text of the regulation.
The SEC rules clarify that management’s assessment and report is limited to 
in te rn a l contro l over f in a n c ia l reporting. The SEC’s definition of internal 
control encompasses the Committee of Sponsoring Organizations of the Tread­
way Commission (COSO) definition but the SEC does not mandate that the 
entity use COSO as its criteria for judging effectiveness.
AAG-BRD
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Under the SEC rules, the company’s annual 10-K must include:
1. Management’s Annual Report on Internal Control Over Financial 
Reporting
2. Attestation Report of the Registered Public Accounting Firm
3. Changes in Internal Control Over Financial Reporting
The SEC rules also require management to evaluate any change in the entity’s 
internal control that occurred during a fiscal quarter and that has materially 
affected, or is reasonably likely to materially affect, the entity’s internal control 
over financial reporting.
Audit Committees and Corporate Governance
Section 301 of the Act establishes requirements related to the makeup and 
the responsibilities of an issuer’s audit committee. Among those require­
ments—
•  Each member of the audit committee must be a member of the board 
of directors of the issuer, and otherwise be independent.
•  The audit committee of an issuer is directly responsible for the ap­
pointment, compensation, and oversight of the work of any registered 
public accounting firm employed by that issuer.
•  The audit committee shall establish procedures for the “receipt, reten­
tion, and treatment of complaints” received by the issuer regarding 
accounting, internal controls, and auditing.
In April 2003, the SEC adopted a rule to direct the national securities ex­
changes and national securities associations to prohibit the listing of any 
security of an issuer that is not in compliance with the audit committee 
requirements mandated by the Act.
Disclosure of Audit Committee Financial Expert and 
Code of Ethics
In January 2003, the SEC adopted amendments requiring issuers, other than 
registered investment companies, to include two new types of disclosures in 
their annual reports filed pursuant to the Securities Exchange Act of 1934. 
These amendments conform to Sections 406 and 407 of the Act and relate to 
disclosures concerning the audit committee’s financial expert and code of ethics 
relating to the companies’ officers. An amendment specifies that these disclo­
sures are only required for annual reports.
Certification of Disclosure in an Issuer's Quarterly and 
Annual Reports
Section 302 of the Act requires the Chief Executive Officer (CEO) and Chief 
Financial Officer (CFO) of each issuer to prepare a statement to accompany the 
audit report to certify the “appropriateness of the financial statements and 
disclosures contained in the periodic report, and that those financial state­
ments and disclosures fairly present, in all material respects, the operations 
and financial condition of the issuer.”
In August 2002, the SEC adopted final rules for Certification of Disclosure in 
Companies’ Quarterly and Annual Reports in response to Section 302 of the 
Act. CEOs and CFOs are now required to certify the financial and other 
information contained in quarterly and annual reports.
AAG-BRD
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Improper Influence on Conduct of Audits
Section 303 of the Act makes it unlawful for any officer or director of an issuer 
to take any action to fraudulently influence, coerce, manipulate, or mislead any 
auditor engaged in the performance of an audit for the purpose of rendering 
the financial statements materially misleading. In April 2003, the SEC adopted 
rules implementing these provisions of the Act.
Disclosures in Periodic Reports
Section 401(a) of the Act requires that each financial report of an issuer that 
is required to be prepared in accordance with generally accepted accounting 
principles (GAAP) shall “reflect all material correcting adjustments . . . that 
have been identified by a registered accounting firm . . . .” In addition, “each 
annual and quarterly financial report. . . shall disclose all material off-balance 
sheet transactions” and “other relationships” with “unconsolidated entities” 
that may have a material current or future effect on the financial condition of 
the issuer.
In January 2003, the SEC adopted rules that require disclosure of material 
off-balance sheet transactions, arrangements, obligations, and other relation­
ships of the issuer with unconsolidated entities or other persons, that may have 
a material current or future effect on financial condition, changes in financial 
condition, results of operations, liquidity, capital expenditures, capital re­
sources, or significant components of revenues or expenses. The rules require 
an issuer to provide an explanation of its off-balance sheet arrangements in a 
separately captioned subsection of the Management’s Discussion and Analysis 
section of an issuer’s disclosure documents.
Guidance for Auditors
The Act mandates a number of requirements concerning auditors of issuers, 
including mandatory registration with the PCAOB, the setting of auditing stand­
ards, inspections, investigations, disciplinary proceedings, prohibited activities, 
partner rotation, and reports to audit committees, among others. Auditors of 
issuers should familiarize themselves with applicable provisions of the Act and 
the standards of the PCAOB. The PCAOB continues to establish rules and stand­
ards implementing provisions of the Act concerning the auditors of issuers.
Applicability and Integration of Generally Accepted 
Auditing Standards and Public Com pany Accounting 
O versight Board Standards
AICPA members who perform auditing and other related professional serv­
ices have been required to comply with Statements on Auditing Standards (SASs) 
promulgated by the AICPA Auditing Standards Board (ASB).These standards 
constitute what is known as “generally accepted auditing standards” (GAAS). 
In the past, the ASB’s auditing standards have applied to audits of a ll entities. 
However, as a result of the passage of the Act, auditing and related professional 
practice standards to be used in the performance of and reporting on audits of 
the financial statements of issuers are now established by the PCAOB.
Specifically, the Act authorizes the PCAOB to establish auditing and related 
attestation, quality control, ethics, and independence standards to be used by 
registered public accounting firms in the preparation and issuance of audit 
reports for entities subject to the Act or the rules of the SEC. Accordingly, public 
accounting firms registered with the PCAOB are required to adhere to all 
PCAOB standards in the audits of “issuers,” as defined by the Act, and other 
entities when prescribed by the rules of the SEC.
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For those entities not subject to the Act or the rules of the SEC, the prepara­
tion and issuance of audit reports remain governed by GAAS as issued by the 
ASB.
Extensive Guidance Available in A ICPA  Professional Standards
The AICPA Professional S tandards  and C od ifica tion  o f A u d it in g  S tandards  
contains a thorough section that provides important information and guidance 
about:
•  The applicability and integration of GAAS and PCAOB standards;
•  Standards applicable to the audits of non-issuers;
•  Standards applicable to the audits of issuers;
•  The PCAOB’s adoption of interim standards;
•  Standards applicable if a non-issuer’s financial statements are audited 
in accordance with PCAOB standards; and
•  Applicability of GAAS to audits of issuers.
G A A S and PCAOB Standards Included in This Guide
As the ASB and the PCAOB move forward in establishing auditing standards 
for entities within their respective jurisdictions, this Guide will present both 
GAAS and PCAOB standards, as applicable depending on the auditing guid­
ance presented in this Guide. Moreover, if differences between GAAS and 
PCAOB standards emerge, the auditing guidance in this Guide will integrate 
both sets of standards, as applicable, in order to offer practitioners a seamless 
source of auditing standards applicable to non-issuers and those applicable to 
issuers.
Major Existing Differences Between G A A S and 
PCAOB Standards
At the time of development of this Guide, the major differences between GAAS 
and final PCAOB standards approved by the SEC are as follows:
•  Audit of Internal Control—In connection with the requirement of 
Section 404(b) of the Sarbanes-Oxley Act that an issuer’s independent 
auditor attest to and report on management’s assessment of the 
effectiveness of internal control, PCAOB Auditing Standard No. 2, A n  
A u d it o f In te rn a l C ontro l Over F in a n c ia l R eporting  Perform ed in  
C onjunction W ith  an A u d it o f F in a n c ia l Statements, establishes re­
quirements and provides direction that apply when an auditor is 
engaged to audit the internal control over financial reporting and to 
perform that audit in conjunction with the audit of an issuer’s financial 
statements.
•  References in Auditor’s Reports—PCAOB Auditing Standard No. 1 
requires registered public accounting firms to include in their reports 
on engagements performed pursuant to the PCAOB’s auditing and 
related professional practice standards, including audits and reviews 
of financial statements, a reference to the standards of the Public 
Company Accounting Oversight Board (United States).
•  Concurring Partner—PCAOB Rule 3400T requires the establishment 
of policies and procedures for a concurring review (generally the 
SECPS membership rule).1
1 Firms that were not members of the AICPA’s SEC PS as of April 16, 2003 do not have to comply 
with this requirement.
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•  Communication of Firm Policy—PCAOB Rule 3400T requires regis­
tered firms to communicate through a written statement to all profes­
sional firm personnel the broad principles that influence the firm’s 
quality control and operating policies and procedures on, at a mini­
mum, matters that relate to the recommendation and approval of 
accounting principles, present and potential client relationships, and 
the types of services provided, and inform professional firm personnel 
periodically that compliance with those principles is mandatory (gen­
erally the SECPS membership rule).
•  Affiliated Firms—PCAOB Rule 3400T requires registered firms that 
are part of an international association to seek adoption of policies and 
procedures by the international organization or individual foreign 
associated firms consistent with PCAOB standards.
•  Partner Rotation—PCAOB Rule 3600T requires compliance with the 
SEC’s independence rules which include partner rotation.
•  Continuing Professional Education (CPE) Requirements—PCAOB 
Rule 3400T requires registered accounting firms to ensure that all of 
their professionals participate in at least 20 hours of qualifying CPE 
every year (generally the SECPS membership rule).
•  Independence Matters—PCAOB Rule 3600T requires compliance 
with Standards No. 1, 2 and 3, and Interpretations 99-1, 00-1, and 00-2 
of the Independence Standards Board. Also, to the extent that a 
provision of the SEC’s independence rules or policies are more restric­
tive—or less restrictive—than the PCAOB’s interim independence 
standards, a registered public accounting firm shall comply with the 
more restrictive requirement.
Status of PCAOB Auditing Standards and Proposed Changes to 
the PCAOB Interim Auditing Standards
As of the publication of this Guide, certain PCAOB standards and rules have 
been issued as final pronouncements, but are awaiting SEC approval. As such, 
these standards and rules are not yet effective. In addition, the PCAOB has 
issued exposure drafts of proposed standards and rules. Presented below is a 
table presenting certain key PCAOB proposed standards and rules that are 
particularly relevant to the audit of financial statements and how they may 
significantly affect the audits of issuers.
Auditors of issuers should be alert to the final resolution of these matters. If 
these standards are approved by the SEC, auditors of issuers will be required 
to comply with additional responsibilities and procedures. Furthermore, sec­
tions of the existing PCAOB interim auditing standards will be amended and 
superseded.
PCAOB Standard 
or Exposure Draft Status
Explanation and Affect on 
Existing PCAOB Standards
PCAOB 
Website Link
Auditing Standard 
No. 1, References in 
Auditors’ Reports to 
the Standards of the 
Public Company 
Accounting Oversight 
Board
Issued as a 
final
standard by 
PCAOB; 
approved by 
the SEC, 
May 14, 2004
www.pcaobus.org/
rules/Release2003-
025.pdf
(continued)
AAG-BRD
This standard requires registered 
public accounting firms to include 
in their reports on engagements 
perform ed pursuant to the 
PCAOB’s auditing and related 
professional practice standards, a 
reference to the standards of the 
PCAOB (United States).
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PCAOB Standard 
or Exposure Draft
Auditing Standard 
No. 2, An Audit of 
Internal Control 
Over Financial 
Reporting Performed 
in Conjunction With 
an Audit of Financial 
Statements
Proposed Auditing 
Standard, Conform­
ing Amendments to 
PCAOB Interim 
Standards Resulting 
From the Adoption of 
PCAOB Auditing 
Standard No. 2
Explanation and Affect on 
Existing PCAOB Standards
This standard establishes re­
quirements and provides directions 
that apply when an auditor is en­
gaged to audit both an issuer’s 
financial statements and man­
agem ent’s assessm ent of the 
effectiveness of internal control 
over financial reporting. This 
standard is the standard on at­
testation engagements referred to 
in Section 404(b) of the Act. 
Amendments to the PCAOB’s 
interim standards as a result of 
the issuance of this standard are 
handled in the proposed auditing 
standard below.
This standard proposes conform­
ing amendments to the PCAOB 
interim auditing standards as a 
result of the issuance of PCAOB 
Auditing Standard No. 2. Sections 
of the PCAOB interim auditing 
standards that would be affected 
include:
AU sec. 310, Appointment of the 
Independent Auditor; AU sec. 
311, Planning and Supervision; 
AU sec. 312, Audit Risk and 
M ateriality in Conducting an 
Audit; AU sec. 313, Substantive 
Tests Prior to the Balance-Sheet 
Date; AU sec. 316, Consideration 
of Fraud in a Financial Statement 
Audit; AU sec. 319, Consideration 
of Internal Control in a Financial 
Statement Audit; AU sec. 322, The 
Auditor’s Consideration of the 
Internal Audit Function in an 
Audit of Financial Statements; 
AU sec. 324, Service Organiza­
tions; AU sec. 325, Communica­
tion of Internal Control Related 
Matters Noted in an Audit; AU 
sec. 326, Evidential Matter; AU 
sec. 329, Analytical Procedures; 
AU sec. 332, Auditing Derivative 
Instruments, Hedging Activities, 
and Investments in Securities; AU 
sec. 333, Management Represen­
tations; AU sec. 339, Audit Docu­
mentation; AU sec. 342, Auditing 
Accounting Estimates; AU sec. 
508, Reports on Audited Finan­
cial Statements; AU sec. 530, 
Dating of the Independent Audit­
or’s Report; AU sec. 543, Part of 
Audit Performed by Other Inde­
pendent Auditors; AU sec. 560, 
Subsequent Events; AU sec. 561,
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Status
Issued as a 
final
standard by 
the PCAOB; 
approved by 
the SEC,
June 17, 2004
Issued as an 
exposure 
draft by the 
PCAOB
PCAOB 
Website Link
www.pcaobus.org/
rules/Release-
20040308-1a.pdf
www.pcaobus.org/
rules/Release-
20040308-2.pdf
xvi
PCAOB Standard Explanation and Affect on
or Exposure Draft Status Existing PCAOB Standards
Subsequent Discovery of Facts 
E xistin g at the Date of the 
Auditor’s Report; AU sec. 711, 
Filings Under Federal Securities 
Statutes; AU sec. 722, Interim F i­
nancial Information; AT sec. 501, 
Reporting on an Entity’s Internal 
Control Over Financial Report­
ing; ET sec. 101, Independence.
This standard establishes general 
requirements for documentation 
the auditor should prepare and 
retain in connection with any en­
gagement conducted in accord­
ance with auditing and related 
professional practice standards of 
the PCAOB. This standard does 
not supplant specific documenta­
tion requirements of other PCAOB 
auditing and related professional 
practice standards. This standard 
supersedes SAS No. 96, Audit 
Documentation, and amends AU 
section 543, Part of Audit Per­
formed by Other Independent 
Auditors, of the PCAOB interim 
auditing standards.
Auditor Reports to Audit Committees
Section 204 of the Act requires the accounting firm to report to the issuer’s 
audit committee all “critical accounting policies and practices to be used . . .  all 
alternative treatments of financial information within [GAAP] that have been 
discussed with management. . . ramifications of the use of such alternative 
disclosures and treatments, and the treatment preferred” by the firm.
Audit Documentation
Section 103 of the Act instructs the PCAOB to require registered public 
accounting firms to “prepare, and maintain for a period of not less than 7 years, 
audit work papers, and other information related to any audit report, in 
sufficient detail to support the conclusions reached in such report.” The PCAOB 
has issued Auditing Standard No. 3 (see the table above) that responds to this 
directive. Also, in January 2003, the SEC adopted rules to require accounting 
firms to retain for seven years certain records relevant to their audits and 
reviews of issuers’ financial statements.
Other Requirements
The Act contains requirements in a number of other important areas, and the 
SEC has issued implementing regulations in certain of those areas as well. For 
example,
•  The Act prohibits auditors from performing certain non-audit or non-at­
test services. The SEC adopted amendments to its existing require­
ments regarding auditor independence to enhance the independence 
of accountants that audit and review financial statements and prepare 
attestation reports filed with the SEC. This rule conforms the SEC’s
Auditing Standard 
No. 3, Audit Documen­
tation, and a related 
amendment to in­
terim auditing stand­
ards
Issued as a 
final
standard by 
the PCAOB, 
awaiting 
SEC approval
AAG-BRD
PCAOB 
Website Link
www.pcaobus.org/
rules/Release2004-
006.pdf
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regulations to Section 208(a) of the Act and, importantly, addresses 
the performance of non-audit services.
•  The Act requires the lead audit or coordinating partner and the 
reviewing partner to rotate off of the audit every 5 years. (See SEC 
Releases 33-8183 and 33-8183A for SEC implementing rules.)
•  The Act directs the PCAOB to require a second partner review and 
approval of audit reports (concurring review).
•  The Act states that an accounting firm will not be able to provide audit 
services to an issuer if one of that issuer’s top officials (CEO, Control­
ler, CFO, Chief Accounting Officer, etc.) was employed by the firm and 
worked on the issuer’s audit during the previous year.
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The Securities Industry 1
Chapter 1 
T h e  S e c u r i t i e s  I n d u s t r y
1.01 The securities industry has played an important role in the growth 
of U.S. business by providing a market for the initial offering and subsequent 
purchase and sale of securities. The industry has made investment in securi­
ties more readily available to the public and provided it with many diverse 
financial products. Through efficient financial markets, the industry has made 
it possible for corporations and governmental agencies to raise capital for new 
plant and equipment and for other purposes.
1.02 The securities industry has accomplished its role through a variety 
of financial products, services, and institutions. Capital formation is achieved 
through public offerings, private placements, asset securitization, and mer­
chant banking activities. Efficient secondary markets are maintained when 
securities firms act as agents for customers’ securities transactions, trading, 
and arbitrage activities through a broker and dealer’s (broker-dealer’s) own 
accounts, market-making, and specialist activities. The securities industry 
also aids the risk-transfer process through a variety of transactions, products, 
and techniques such as futures, forwards, swaps, and options.
1.03 Many different institutions facilitate the processing of the products 
and services. The following are some of the key types of institutions that the 
securities industry comprises:
•  Brokers and dealers
•  The financial markets (exchange markets and over-the-counter mar­
kets)
•  Clearing organizations and depositories
•  Transfer agents and registrars
•  Regulatory agencies
Brokers and Dealers
1.04 Securities broker-dealers perform various functions within the secu­
rities industry. Brokers acting as agents facilitate their customers’ purchase 
and sale of securities, commodities, and related financial instruments and 
usually charge commissions. Dealers or traders acting as principals buy and 
sell for their own accounts from and to customers and other dealers. Dealers 
typically carry an inventory and make a profit or loss on the spread between 
bid and asked prices or on markups from dealer prices, or they make a 
speculative profit or loss on market fluctuations. Many firms are known as 
broker-dealers because they act in both capacities. The range of their activities 
can go far beyond those described above. For example, many broker-dealers 
provide such financial services as—
•  Underwriting, or participating in the underwriting of, publicly offered 
securities.
•  Assisting in the private placement of securities.
•  Providing investment research and advice.
•  Developing new financial products, including derivative products.
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•  Providing a source of market liquidity (market makers and specialists) 
and creating a secondary market for many products.
•  Providing loans and financings, including equity loans and mortgage 
loans.
•  Providing the means for companies to hedge foreign currency, interest 
rate, and other risk.
•  Accommodating international investing, including U.S. investment in 
foreign markets and the investment activity of foreign investors in the 
U.S. markets.
•  Extending credit to customers who have bought securities on margin 
and to corporations that need financing for mergers, acquisitions, or 
leveraged buyouts.
•  Acting as a depository for securities owned by customers, disbursing 
to customers dividends and interest received, and informing custom­
ers about calls, tenders, and other reorganization activities pertaining 
to their securities.
•  Serving in an advisory capacity for public and corporate finance 
activities (such as mergers and acquisitions and leveraged buyouts) 
and providing investment and management advisory services to indi­
viduals, corporations, and others (such as mutual funds).
•  Providing many other financial services (such as credit cards, checking 
accounts, and insurance products).
1.05 There are many kinds of broker-dealers, and they may be distin­
guished by the range of activities they perform or the geographical area in 
which they operate. Full-service broker-dealers do not restrict themselves to 
particular activities or services. Regional broker-dealers are similar but gener­
ally limit their activities to a specific geographical area. Boutiques or specialty 
firms, in contrast, engage in only one or a few activities, such as leveraged 
buyouts, arbitrage, direct private placements, mergers and acquisitions, cus­
tomer discretionary accounts, or industry-specific research.
Discount Brokers
1.06 On May 1, 1975, fixed commission rates on securities transactions 
were abolished. With fully negotiated commissions, the discount broker as­
sumed a role in the securities markets. Discount brokers generally charge 
lower commissions than do full-service broker-dealers and provide fewer serv­
ices. For example, they frequently provide no research support or little, if any, 
investment advice.
Investment Bankers
1.07 Investment bankers are broker-dealers who assist in bringing new 
securities to the investing public. The three major functions of investment 
bankers are origination, underwriting, and distribution. New securities are 
created during origination, bought by investment bankers during underwrit­
ing, and sold to investors during the distribution phase. Investment banking 
revenues are derived principally from fees for services and from price spreads 
from underwriting securities issues.
1.08 Because new security issuances are complex, many security issuers 
look to the investment banker for investment advice, information, and assis­
AAG-BRD 1.05
The Securities Industry 3
tance. Issuers depend heavily on investment bankers who are financial market 
specialists to create securities that meet most of the issuers’ needs and, 
simultaneously, are acceptable to investors. For a new issue, the investment 
banker commonly—
•  Advises the issuer on the kind of security, the timing of the issuance, 
pricing, and specific terms that are most acceptable during contempo­
rary financial market conditions.
•  Prepares and assists in filing a registration statement with the Secu­
rities and Exchange Commission (SEC).
•  Arranges for the efficient distribution of the new issue.
•  Arranges for a number of operational requirements such as trustees, 
security indentures, and safekeeping.
1.09 Investment banking firms often buy (or underwrite) a new issue or 
guarantee its sale at a specified price. If the securities are not sold to investors 
at the offering price, the investment banker may be required to buy the 
securities for its own account. To sell the issue quickly, a syndicate of many 
firms is often formed for each issue, and the securities are distributed through 
a large network reaching many potential investors. Historically, large syndi­
cates, composed of many firms, were formed to create networks for selling 
issues quickly. Although this process continues for initial public offerings of 
equity securities, the advent of the shelf registration process for certain debt 
securities has increased the speed with which these issues are brought to 
market. As a result, the underwriters that usually make up the underwriting 
group for distributing these securities are fewer and have larger capital bases.
Government Securities Dealers
1.10 U.S. government securities dealers are a group of dealer firms that 
underwrite and trade U.S. government and federal agency securities. Certain 
of these firms are designated by the Federal Reserve Bank of New York as 
primary dealers in U.S. government securities, and they deal directly with U.S. 
government fiscal agents (the Federal Reserve Banks) in acquiring new secu­
rities issues. These dealers make a market in most U.S. government and 
federal agency securities and, as such, quote bid and asked prices.
Specialists
1.11 A specialist is a broker-dealer authorized by an exchange to be a 
party through which all trading on the floor of the exchange in a particular 
security is transacted. A specialist provides for a fair and orderly market for 
the selected list of securities it is authorized to trade. The specialist must 
generally be ready to take the other side of a transaction if other buyers or 
sellers are not available. The specialist also maintains a book of limit orders 
and acts as a brokers’ broker in executing these limit orders against incoming 
market orders.
Clearing Brokers
1.12 A clearing broker is a broker-dealer who receives and executes 
customers’ instructions, prepares trade confirmations, settles the money re­
lated to the trades, arranges for the physical movement of the securities, and 
shares responsibility with the introducing brokers for compliance with regula­
tory requirements.
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Introducing Brokers
1.13 An introducing broker is a broker-dealer firm that accepts customer 
orders but elects to clear the orders through another broker for cost efficiencies 
(for example, not having to perform all of the clearance functions on a small 
volume of business, thereby eliminating many fixed costs). In this arrange­
ment, the introducing broker accepts the customers’ orders and the clearing 
brokers or other parties clear the trades. Either party may initiate the execu­
tion of a trade. The clearing broker-dealer processes and settles the customer 
transactions for the introducing broker and usually maintains detailed cus­
tomer records. Essentially, the introducing broker is using the back-office 
processing of the clearing broker-dealer. The commissions received from the 
transactions are divided in any manner agreed to by the introducing and 
clearing broker-dealers and stipulated in written contracts.
Brokers' Brokers
1.14 A brokers’ broker is a broker-dealer firm that acts as an agent for an 
undisclosed principal (another broker-dealer) for the purchase and sale of 
treasury, municipal, and corporate debt securities. These firms do not main­
tain securities inventories. Brokers’ brokers play a significant role in the 
secondary market as intermediaries for trades between broker-dealers. Bro­
kers’ brokers commonly deal in treasury, municipal, and corporate bond trad­
ing businesses for which no exchanges are available. Some brokers’ brokers 
concentrate in certain kinds of securities and act as intermediaries for regis­
tered dealers and receive commissions that are usually determined by the size 
of the transaction.
Section 20 Brokers
1.15 A Section 20 broker was established by a bank pursuant to Section 
20 of the Glass-Steagall Act of 1933. The Gramm-Leach-Bliley Act, also known 
as the Financial Services Modernization Act, repealed Section 20 of the Glass 
Steagall Act of 1933, and changed the types of activities that are permissible 
for bank holding company affiliates and for subsidiaries of banks, creating 
so-called “financial holding companies” that may engage in a broad array of 
activities. Financial holding company affiliates, as well as direct subsidiaries 
of banks, may now engage in underwriting, dealing in, or making a market in 
securities. The Gramm-Leach-Bliley Act affirmed the concept of functional 
regulation. Federal banking regulators will continue to be primary supervisors 
of the banking affiliates of financial holding companies, and the SEC and 
securities self-regulatory organizations will supervise the securities business.
Block Traders
1.16 Block traders are broker-dealers that assist institutional customers 
and find buyers or sellers of blocks of securities, or they may even take the 
opposite sides of block trades. A block is a large number of shares or a high 
dollar value of bonds and is generally considered to be ten thousand or more 
shares of stock or any quantity of bonds worth over $200,000.
The Financial Markets
1.17 Financial markets are institutions, both domestic and foreign, in 
which securities are bought and sold. International financial markets continue 
to grow and gain in sophistication. Many financial organizations are involved 
with international trading strategies to gain the advantages of the global 
marketplace as well as different tax policies and trading activities. Interna­
tional trading markets vary depending on the country or community in which
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the market exists, and international settlement procedures vary depending on 
the exchange or the local country rules. Some exchanges exhibit more sophis­
ticated or faster trade and settlement characteristics than do U.S. exchanges; 
others trade securities in a negotiated fashion with lengthy settlement periods.
1.18 Financial markets can be categorized according to the kinds of 
instruments traded (such as futures, options, municipals, equities, and govern­
ment and corporate debt). Financial markets have primary and secondary 
market operations. Primary markets provide for the original distribution of 
new securities. Secondary markets, which consist of exchanges and over-the- 
counter (OTC) markets, provide for the resale of securities. In addition, the 
characteristics of the securities traded may be used to categorize the financial 
markets. For example, the markets for U.S. Treasury bills, certificates of 
deposit, federal funds, bankers’ acceptances, and commercial paper are com­
monly referred to as money markets. Money market securities generally have 
maturities of one year or less, have less credit risk than equivalent long-term 
securities, and trade in large denominations.
1.19 Financial markets may also be characterized according to whether a 
party must find the counterparty to a trade and negotiate with that counter­
party directly or whether the counterparty is approached through an interme­
diary. The intermediary may be an agent who conducts a search (for example, 
for block trades), may complete the transaction by trading with dealers who 
hold themselves out as willing to buy and sell (such as in OTC markets), or may 
transact directly against the orders of other potential counterparties by com­
municating through a single centralized location (exchange markets).
Exchange Market*
1.20 An exchange market is a central meeting place established to facili­
tate the trading of securities or commodities. A securities exchange is an 
exchange market that provides trading facilities for stocks, bonds, or options. 
Exchange markets are generally characterized as auction places where bids 
and offers are directed and executed by brokers or specialists.
1.21 Transactions in securities executed on an exchange are normally 
initiated by a customer communicating with a registered representative (sales­
person or account executive) of a broker-dealer to request that a specified 
number of shares of a particular security be bought or sold at a stated price or 
at the current market price. The order is usually communicated to the order 
room of the broker-dealer and then to its floor clerk, who is stationed at the 
exchange that trades the security. Securities transactions executed on an 
exchange may be in round lots (units of trading, normally one hundred shares 
as specified by the exchange that lists the security) or in odd lots (quantities of 
less than one unit of trading).
1.22 Once the order is conveyed to the floor of the exchange, it is given by 
the floor clerk to a floor trader, who will attempt to execute it. If the broker- 
dealer is not a member of the particular exchange, the order is relayed to a 
correspondent broker who executes the trade on the exchange. Once executed,
* In  F e b ru a ry  2004, th e  SEC proposed R egu la tion  N a tio n a l M a rk e t System  (N M S ). In  a d d itio n  
to  re des ign a ting  the  e x is tin g  N M S  ru le s  adopted un d e r Section 11A o f th e  S ecurities Exchange A c t o f 
1934, R egu la tion  N M S  w il l  a ffec t the  e q u ity  m a rke t. In  p a rtic u la r , the  tra de  th ro u g h  ru le  w il l  be 
rev ised to  p e rm it a tra de  execution to  be safe ha rbored  fro m  the  tra de  th ro u g h  ru le  i f  i t  is  w ith in  5 
cents o f th e  best price . R egu la tion  N M S  m ay have a s ig n ific a n t im p a c t on exchanges w ith  specia lists 
(such as N Y S E ) because th e y  w i l l  have to  rev ise  th e  w ay th e y  hand le  orders, m o v in g  to  an e lectron ic  
fo rm a t.
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the details of the transaction (price, quantity, other broker with whom the 
transaction was consummated, and so forth) are reported back to the order 
room of the broker-dealer for transmission to the purchase and sales (P&S) 
department. A confirmation of the trade is then prepared and sent to the 
customer.
1.23 With the advent of advanced electronic switching capabilities, cer­
tain exchanges have provided their members with the facility of direct order 
entry to floor specialists. For example, the New York Stock Exchange (NYSE) 
XPress Orders system provides for an immediate execution of block orders 
greater than 15,000 shares whenever a quote is in place for at least 15 seconds. 
Another NYSE system, Anonymous SuperDOT, enables member firms to 
entitle their institutional customers to route orders directly to the NYSE for 
electronic execution without having their identities revealed.
Over-the-Counter Market
1.24 Many companies have insufficient shares outstanding, stockholders, 
or earnings to meet the listing requirements of an exchange or, for other 
reasons, choose not to be listed. Securities of these companies are traded in the 
OTC market between dealers that act either as principals or as brokers for 
customers.
1.25 The OTC market is not a location; rather, it is a communications 
network linking those dealers that make markets in securities generally not 
listed on exchanges. An offer to buy or sell an unlisted security is executed by 
a broker-dealer entering into a transaction with a customer or another broker- 
dealer that makes a market in that security.
1.26 The broker-dealer may act for its own account (as principal) in a 
purchase or sale transaction with a customer or another broker-dealer. In such 
cases, no commission is charged; instead, the broker-dealer realizes a profit or 
loss based on the spread between the cost and selling price of the securities.
1.27 The market makers quote security prices on a bid-and-ask basis; 
that is, they buy a security at the bid price and sell it at the ask price. The 
difference between the price for which the dealer is willing to purchase (bid for) 
the security and the price for which the dealer is willing to sell (ask for) the 
security is the spread.
1.28 Price quotations for major OTC equity securities are available on the 
National Association of Securities Dealers Automated Quotation (NASDAQ) 
System. Other price quotations for various OTC securities not listed on the 
system can be found on the pink sheets for equity securities, yellow sheets for 
corporate bonds, or blue lists for municipal securities. These quotations repre­
sent indications of buying and selling interests rather than firm prices.
Third Market
1.29 OTC trading of shares listed on an exchange takes place in the third 
market. Members of an exchange are generally required to execute buy and sell 
orders in listed securities that are not rule 19c-3 eligible through that exchange 
during exchange hours. Rule 19c-3 includes those equity securities that were 
listed and registered on an exchange on or after April 26, 1979. However, a 
broker-dealer firm that is not a member of the exchange can make a market in 
a listed stock in the same way that it would make a market in an unlisted stock.
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Fourth Market
1.30 Direct trading of securities between two parties with no broker interme­
diary takes place in the fourth market. In almost all cases, both parties involved 
are institutions. For example, securities may trade on a private placement basis 
whereby the parties negotiate the terms of the placement. Because limited infor­
mation may be publicly available, a small group of sophisticated investors gener­
ally hold privately placed securities. Computerized subscription services also 
facilitate direct trading among institutions because subscribers can enter orders 
either to buy or sell securities and the system searches for the matching trade.
Clearing Organizations and Depositories
1.31 After orders in securities have been executed, whether on an ex­
change or in the OTC market, the transactions must be compared, cleared, and 
settled. Comparison occurs when broker-dealers or their agents exchange their 
trade information (security, number of units, and price) to confirm the exist­
ence of a contract and match the buy and sell sides of the trade. Clearance is 
the process of accounting for compared trades in terms of the trading parties’ 
obligations to pay money and deliver securities. Settlement is the process of 
exchanging the money for securities (that is, delivery and payment) that 
consummates the transaction. In the U.S. equity and corporate markets, 
settlement generally occurs three business days after the trade. Trade com­
parison, clearance, and settlement are aspects of posttrade processing.
1.32 The exchange markets have sponsored central clearing agencies, 
known as clearing  organizations, to assist in the comparison, clearance, and 
settlement functions. Deliveries and receipts of securities and the related cash 
settlements are made through these clearing organizations for broker-dealers. 
The National Securities Clearing Corporation (NSCC), the largest U.S. clear­
ing organization, is owned by the New York and American Stock Exchanges 
and the National Association of Securities Dealers, Inc. (NASD). The Stock 
Clearing Corporation of Philadelphia and the Midwest Clearing Corporation 
also facilitate the settlement of securities transactions. In the OTC market, 
clearance may be accomplished by a variety of methods, including the buying 
and selling of broker-dealers’ exchange-of-trade tickets directly with one an­
other or through a clearing organization. Introducing broker-dealers operating 
through clearing brokers settle their transactions through those clearing bro­
kers, who in turn settle the transactions through the clearing organizations. 
The Options Clearing Corporation (OCC) and the clearing organizations of the 
commodity exchanges perform similar functions for options and futures trad­
ing. Clearance of securities traded on international markets is accomplished in 
a variety of ways ranging from centralized clearing organizations to corpora­
tions whose securities are cleared by major banking organizations.
1.33 Most U.S. government and agency security transactions clear 
through the use of the book entry safekeeping system maintained by the 
Federal Reserve Bank of New York. The twelve district Federal Reserve Banks 
operate a securities transfer system (the Fed wire) that permits these securi­
ties to be transferred between the book entry safekeeping accounts.
1.34 Settlement of securities transactions can be complex, especially 
when there is a large volume of transactions in many securities. To avoid 
duplicated receipt and delivery of securities, the NSCC uses an electronic 
netting system known as continuous net settlement (CNS). In CNS, a broker- 
dealer’s purchases and sales in the same security are netted, thus leaving the 
broker-dealer with one daily net settlement obligation per security. The broker- 
dealer then settles that obligation with the clearing organization. Unique to
AAG-BRD 1.34
8 Brokers and Dealers in Securities
CNS, the clearing agency interposes itself between the trading broker-dealers 
on each trade and guarantees the settlement obligations of each broker- 
dealer’s counter trading party. Thus, the broker-dealer’s settlement is with the 
clearing organization, not with the other broker-dealer. Other clearing mecha­
nisms may or may not guarantee settlement. A broker-dealer can settle each 
day or carry open commitments forward to net against the next day’s settle­
ment (hence the continuous nature of CNS).
1.35 Security deliveries in the current U.S. environment are generally by 
book entry (that is, by electronic debits and credits to a broker-dealer’s account) 
at a securities depository where the securities certificates are immobilized and 
where broker-dealers hold the certificates in the street name for their custom­
ers. Thus, delivery is effected without the physical movement of the securities 
certificates. The securities depositories, which are similar to banks, pursue the 
business of custodian operations, including holding securities certificates in 
physical form or maintaining electronic records of book entry securities hold­
ings for their customers, mainly financial institutions.
1.36 Some of the major depositories are the Depository Trust Company 
(DTC), Midwest Securities Trust Company (MSTC), the Philadelphia Deposi­
tory Trust Company (PDTC) for equities and corporate and municipal debt 
securities, and the Mortgage-Backed Securities Clearing Corporation 
(MBSCC) for certain eligible mortgage-backed securities. MBSCC maintains 
open to be announced (TBA) commitments for members. In addition, the 
Participants Trust Company (PTC) is a limited-purpose trust company that 
functions as a depository for Government National Mortgage Association 
(GNMA) physical securities. Net settlement is done on a book entry basis at 
PTC or at the Federal Reserve through the broker-dealer’s clearing bank.
Transfer Agents
1.37 Although many securities issuers use a bank or trust company as 
their transfer agent, an issuer may use an independent transfer agent or may 
act as its own transfer agent. There are two basic functions of a transfer agent: 
the transfer function and the registrar function. A transfer agent may perform 
one or both of these functions.
1.38 The transfer function includes the canceling of old certificates that 
are properly presented and endorsed in good deliverable form (which usually 
includes a signature guarantee), making appropriate adjustments in the is­
suer’s shareholder records, establishing a new account in the name of the new 
owner, and issuing new certificates in the name of the new owner. Transfer 
agents also review legal documents to assure that they are complete and in 
perfect order before transferring the securities. If the legal documents are 
incomplete, the transfer agent either will notify the presenter that the docu­
ments are incomplete and hold the old certificate and accompanying documen­
tation until the presenter sends the transfer agent the proper documents or 
will reject the transfer and return the securities.
1.39 For mutual funds, transfer agents enter the amount of securities 
purchased by a shareholder on the issuer’s books and redeem (liquidate) shares 
upon receipt of the customer’s written or wire request. Transfer agents, as part 
of their transfer function, maintain records of the name and address of each 
security holder, the amount of securities owned by each security holder, the 
certificate numbers corresponding to a security holder’s position, the issue date 
of the security certificate, and the cancellation date of the security certificate. 
Many transfer agents also act as paying agents for cash dividends and the 
distribution of stock dividends and stock splits.
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1.40 A transfer agent, performing the registrar function, monitors the 
issuance of securities in an issue with a view towards preventing the unauthor­
ized issuance of securities. The registrar checks to ensure that the issuance of 
the securities will not cause the authorized number of shares in an issue to be 
exceeded and that the number of shares represented by the new certificate or 
certificates corresponds to the number of shares on the canceled ones. After the 
registrar performs these functions, the registrar countersigns the certificate.
Regulatory Overview
1.41 Regulatory environments differ from country to country, and the 
freedom of entry into the marketplace likewise varies depending on the local 
regulation. In the United States, the Securities Exchange Act of 1934 (the 
Exchange Act) provides for the regulation of securities transactions after the 
securities are initially distributed to public investors in an underwriting. The 
Exchange Act established the SEC, which, among other things, is authorized 
to promulgate and enforce rules governing the regulation of broker-dealers in 
securities. The SEC developed, pursuant to the Exchange Act, a comprehensive 
system to regulate broker-dealers. Under the Exchange Act, all broker-dealers 
are required to be members of self-regulatory organizations, such as the NYSE 
or the NASD, that perform routine surveillance and monitoring of their mem­
bers. A similar regulatory framework was established for commodity broker- 
dealers under the Commodity Futures Trading Commission Act of 1974. That 
Act established the Commodity Futures Trading Commission (CFTC) and gave 
it exclusive jurisdiction over commodity futures matters. The Commodity 
Futures Modernization Act of 2000 (CFMA) created a flexible structure for 
regulation of futures trading, codified an agreement between the CTFC and the 
SEC repealing the ban on trading single-stock futures, and provided legal 
certainty for over-the-counter derivatives markets. The Commodity Futures 
Modernization Act of 2000 authorized joint regulation by the CFTC and the 
SEC of security futures products on individual equity issues and on narrow- 
based indexes of securities. The CFMA amended the definition of security in 
the Securities Act of 1933 and the definitions of security and equity security in 
the Exchange Act to include a security future. In April 2002, the SEC amended 
the definition of equity security in rules under the Securities Act of 1933 and 
the Exchange Act to conform them to the statutory definitions with respect to 
security futures.
1.42 Since 1934, the Exchange Act has been amended to include virtually 
all participants in the securities markets and an ever-increasing range of 
securities-related activities. Originally, the scope of the Exchange Act was 
limited to the regulation of exchanges, members of exchanges, and trading in 
securities listed on exchanges. The Maloney Act of 1938 amended the Ex­
change Act to cover the OTC markets. The Maloney Act established the NASD, 
which is a self-regulatory organization that has responsibility for oversight of 
the OTC securities markets.
1.43 In 1975 the Exchange Act was amended to extend the authority of 
the SEC to include securities transfer agents, clearing organizations, and 
securities depositories. This amendment also established the Municipal Secu­
rities Rulemaking Board, which was authorized to prescribe rules regulating 
the activities of municipal securities broker-dealers. In 1986, the Exchange Act 
was amended by the Government Securities Act of 1986 (GSA), to require U.S. 
government securities broker-dealers to register with the SEC. Under the GSA, 
the SEC has the authority to enforce rules promulgated by the Department of
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the Treasury that concern U.S. government securities broker-dealers. Thus, 
the Exchange Act today provides a comprehensive scheme of regulation for 
virtually all broker-dealers in securities, the exchanges, and the OTC markets, 
as well as the facilities for clearing and settling transactions between broker- 
dealers, depositories, transfer agents, and registrars.
1.44 The Securities Investors Protection Corporation (SIPC) was estab­
lished when Congress enacted the Securities Investor Protection Act of 1970 
(SIPA). SIPC is a nonprofit membership corporation designed to protect, up to 
a specific maximum amount, customers’ cash and securities in the custody of a 
broker-dealer that fails and is liquidated under SIPA. Broker-dealers regis­
tered with the SEC, with some limited exceptions, are required to be members 
of SIPC. Broker-dealer firms that limit their business exclusively to certain 
mutual fund and insurance activities and broker-dealers whose securities 
business is limited to U.S. government securities and who are registered with 
the SEC under a provision that does not confer SIPC membership are excluded 
from SIPC membership. The money required to protect customers beyond that 
which is available from the customer property in the possession of the failed 
broker-dealer is advanced by SIPC from a fund maintained for that purpose. 
The sources of money for this fund are assessments collected from SIPC 
members and interest on the fund’s investments in U.S. government securities 
made with the funds collected.
Business Activities 
Brokerage
1.45 Broker-dealers can earn commissions by buying or selling securities 
and commodities on their customers’ behalf. Broker-dealers’ handling of custom­
ers’ funds and securities is subject to rules administered by the SEC, the Board of 
Governors of the Federal Reserve System (the Fed), and the self-regulatory 
organizations. Although the specific definition of the term customer varies in the 
SEC’s rules, a customer is generally any person from whom or on whose behalf a 
broker-dealer has received, has acquired, or holds funds or securities.
1.46 Broker-dealers regularly finance the transactions of their customers. 
The initial extension of credit by broker-dealers is governed by Federal Reserve 
Regulation T (Regulation T) of the Federal Reserve System. Regulation T 
classifies transactions into specifically defined accounts. Most transactions 
with customers are done in cash or margin accounts.
1.47 Cash Account. In a cash account, the customer must pay in full 
within a specified settlement period for any security purchased. Regulation T 
generally requires cash payment by the customer for the purchase of securities 
within two business days after settlement date; however, a self-regulatory 
organization or a national securities association may grant an extension of 
time before payment is required. If the customer does not make timely pay­
ment for the securities, Regulation T requires the broker-dealer to promptly 
cancel or liquidate the transaction. In general, the broker-dealer will hold the 
customer responsible for any resulting deficiency.
1.48 If a customer sells securities, the customer must promptly deliver 
the certificates to the broker-dealer. Either the proceeds of a sale will be 
credited to the customer’s account on the settlement date or, if requested, a 
check will be mailed to the customer. In general, under SEC rule 15c3-3, if the 
broker-dealer does not receive the securities sold within ten business days of 
the settlement date, the broker-dealer is required to close the transaction with 
the customer by purchasing securities of like kind and quantity. Again, the 
broker-dealer will hold the customer responsible for any resulting loss.
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1.49 M a rg in  Accounts. Under Regulation T, the broker-dealer is re­
quired to record the purchase or sale of securities by customers on other than 
immediate cash settlement terms in a margin account. A purchase on margin 
contemplates a prolonged extension of credit to the customer by the broker- 
dealer. The maximum amount of initial credit is prescribed by Regulation T. 
The maximum amount of credit the broker-dealer can extend beyond the initial 
transaction is prescribed by the rules of the appropriate self-regulatory organi­
zation (for example, rule 431 of the NYSE). Customer margin requirements 
relating to securities futures are prescribed by joint final rules issued by the 
SEC and CFTC in August 2002.
1.50 If the amount of equity in the customer’s account is below the 
amount required to cover the initial margin, Regulation T requires the broker- 
dealer to eliminate the margin deficiency within five calendar days after it was 
created or increased. When a deficiency arises, the broker-dealer will normally 
issue a call for margin from the customer.
1.51 The customer can satisfy the margin call by making additional margin 
deposits of cash or securities. If the customer does not make the deposits within 
the specified time, including approved extensions of time by a self-regulatory 
organization or national securities association, Regulation T requires the broker- 
dealer to liquidate securities sufficient to satisfy the required margin. Broker- 
dealers also have self-imposed margin requirements that are generally more 
stringent than Fed or self-regulatory organization requirements.
1.52 Accounts C arried  fo r  O ther Brokers. Clearing brokers maintain the 
customer accounts of introducing brokers. Fully disclosed accounts are accounts of 
the introducing broker’s customers that are carried on the books of a clearing 
broker. In a fully disclosed account, the introducing broker’s customers are treated 
as if they were the clearing broker’s own customers, except that correspondence to 
customers usually refers to the introducing broker by including a phrase such as, 
“through the courtesy of [the in troducing  broker’s nam e]” The clearing broker 
maintains the customers’ accounts and is usually responsible for collecting the 
purchase price, the commission, and other fees from the customers. However, the 
introducing broker generally indemnifies the clearing broker for uncollected 
amounts from any resulting unsecured accounts of the introducing broker’s cus­
tomers. The clearing broker and the introducing broker enter into a contract that 
describes the distribution of commissions between brokers.
1.53 In contrast, an omnibus account is an account of the initiating broker 
that is carried on the books of the clearing broker and that represents the sum 
of the activity of customers of the initiating broker. The initiating broker’s 
customer accounts are carried separately on the books of the initiating broker. 
For an omnibus account, the initiating broker prepares and sends confirma­
tions and monthly statements to customers, maintains customers’ accounts 
and margin records, and retains most of the responsibility for compliance with 
regulatory matters.
Firm Trading
1.54 Firm trading involves a full range of activities whereby broker- 
dealers may take principal positions for their own accounts. Certain broker- 
dealers make markets in particular OTC securities by standing ready to buy 
or sell securities to their customers or to other broker-dealers. These broker- 
dealers often carry an inventory of the securities in which they make a market 
and are exposed to the market risks inherent in such positions. In addition, these
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broker-dealers may sell securities short in anticipation of decreases in the price 
of the securities.
1.55 Riskless A rb itrage . Riskless arbitrage is the simultaneous purchase 
and sale of the same or an equivalent security in order to profit from price 
discrepancies. Convertible arbitrage is a form of riskless arbitrage that uses 
convertible securities or warrants versus the underlying equity securities. 
Broker-dealers can profit from the temporary price differences that exist from 
the same or similar securities traded in different financial markets. Another 
kind of basic arbitrage involves purchasing and selling similar securities in like 
markets.
1.56 R isk A rb itrage . Risk arbitrage is a term used to describe special 
situations (such as mergers, reorganizations, recapitalizations, tenders for 
cash, and tenders for securities) in which the arbitrage trader buys or sells 
securities with the intention of realizing a profit at some future period when 
the special situation is completed.
1.57 Program  T rad ing . Program trading is a term used to describe the 
simultaneous buying and selling of a large number of stocks. Program trading may 
encompass several index-related trading strategies, including hedging,1 index 
arbitrage, and portfolio insurance. Program trades are often accomplished 
through an exchange’s high-speed order system. By using a high-speed order 
system, program trades can be carried out in a matter of minutes. Program 
trading enables institutions to make broad changes in their portfolios and thus 
facilitates index arbitrage. Index arbitrage combines the buying and selling of 
stocks with offsetting trades in stock index futures or options.
1.58 Block T rad ing . Block trading is the acquisition or disposition of 
large quantities of securities by a broker-dealer to facilitate the execution of 
buy or sell orders of customers, usually institutions. Block traders locate 
suitable trading partners and assist the buyer and seller in negotiating the 
terms of the trade. The broker-dealer’s assistance is needed because the inflow 
of orders to the exchange floor is generally too small to execute the trade in a 
reasonable period of time, and specialists typically do not have sufficient 
capital to execute such transactions. In addition, specialists are not allowed to 
communicate directly with public buyers and sellers whereas block traders 
may. If the broker-dealer has negotiated a trade, it is crossed on the exchange; 
that is, the broker executes two or more matched orders on the exchange.
1.59 When-Issued Transactions. When issued transactions are contracts 
to purchase or sell securities only when, as, and if new securities are issued. 
Broker-dealers enter into such purchase or sale transactions on pending issues 
of new securities. Trading in when-issued securities normally begins when the 
U.S. Treasury, a municipality, state, or some other issuer of securities an­
nounces a forthcoming issue. Such transactions are contingent upon the issu­
ance of the securities. Because the exact price and terms of the securities are 
unknown before the issuance date, trading prior to that date is on a yield basis, 
that is, based on the yields that buyers expect.
1.60 The exact terms and price of the security become known on the 
issuance date, and when-issued trading continues until settlement date, at which
1 P rov ided th e  requ ire m en ts  o f FASB S ta te m en t No. 133, A ccoun ting  fo r  D e riva tive  Ins tru m e n ts  
a n d  H edg ing  A c tiv itie s , as am ended by FASB S ta te m en t No. 137, A ccoun ting  fo r  D e riva tive  In s t ru ­
m ents and  H edg ing  A c tiv it ie s — D efe rra l o f  the E ffective  D ate o f  FA S B  S tatem ent No. 133, FASB 
S ta tem ent No. 138, A ccoun ting  fo r  C e rta in  D e riva tive  In s tru m e n ts  an d  C e rta in  H edg ing  A c tiv itie s , 
and FASB S ta te m en t No. 149, A m endm en t o f  S ta tem ent 133 on D e riva tive  In s tru m e n ts  a n d  H edg ing  
A c tiv itie s , are m et.
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time the securities are delivered and the issuer is paid. When-issued transac­
tions may also arise as a result of underwritings, exchanges, mergers, and so 
forth, after preliminary agreement to issue the securities is established but 
before a date for settlement has been set.
1.61 Delayed D elivery. A delayed delivery transaction is a transaction in 
which both parties to the trade agree on a deferred settlement. Delayed 
delivery transactions are purchases or sales of securities similar in most 
respects to regular way transactions (normal settlement) except that, by 
agreement, the date of consummation or settlement is extended.
1.62 Hedging. Hedging instruments and techniques have been devel­
oped by broker-dealers to offset or minimize the risk of losses that an enter­
prise may be exposed to because of the effect of price changes on its assets, 
liabilities, or future commitments. Hedging instruments and techniques were 
developed in response to the volatility of interest rates, securities and commod­
ity prices, and foreign exchange rates. These instruments may be used for 
speculative purposes as well as for hedging.2 The more common hedging 
instruments used as risk management tools include futures contracts; forward 
contracts; options; interest rate caps, floors, collars; and swaps.
1.63 Fu tu res  and  F o rw a rd  C ontracts. Futures contracts are stand­
ardized contracts, traded on organized exchanges, to purchase or sell a speci­
fied financial instrument or commodity on a future date at a specified price. 
Financial futures include contracts for debt instruments (interest rate fu­
tures), foreign currencies, and stock indexes. Forward contracts are individu­
ally negotiated and have economic characteristics similar to those of futures 
contracts, but they are not traded on an organized exchange and, consequently, 
they are generally referred to as over the counter. Forward contracts are 
contracts for forward placement or delayed delivery of financial instruments or 
commodities in which one party agrees to buy, and another to sell, a specified 
security or commodity at a specified price for future delivery.
1.64 Forward contracts and futures contracts both have substantial mar­
ket risk. A buyer (long position) of a futures contract profits when the value of 
the underlying financial instrument or commodity increases, while a seller 
(short position) of the futures contract incurs a loss.
1.65 The credit risk associated with a futures contract is generally less than 
it is for forward contracts, because of the protections afforded by the exchange 
clearing organization system. All futures contracts cleared through a clearing 
organization are marked to market (see the glossary), and the financial result is 
settled daily between the clearing organization and the clearing member. Because 
of this daily settlement, the amount of unsettled credit exposures is limited to the 
amount owed the clearing member for any one day.
1.66 The clearing organization also has a guarantee fund consisting of cash, 
securities, and bank guarantees that is contributed to by all clearing member 
firms. In the event the guarantee funds are insufficient to cover a failed member 
firm’s obligations to the clearing organization system, the clearing organization 
has additional assessment authority over all of the other member firms.
1.67 These protections are intended to permit the clearing organization 
to fulfill the obligations of any failed clearing member firm to other clearing 
member firms. However, the exchange clearing organization will not necessar­
ily guarantee the performance or the money balances of the failed member firm 
with respect to the individual customer accounts of a failed member firm; that
2 Provided the requirements of FASB Statem ent No. 133, as amended, are met.
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is, the clearing organization guarantee is generally limited to the commodities 
clearing obligations of the failed member firm to the other clearing member firms.
1.68 Options. An option contract conveys a right, but not an obligation, 
to buy or sell a specified number of units of a financial instrument at a specific 
price per unit within a specified time period. The instrument underlying the 
option may be a security, a futures contract (for example, an interest rate 
option), a commodity, a currency, or a cash instrument. Options may be bought 
or sold on organized exchanges or over the counter on a principal-to-principal 
basis or may be individually negotiated. A call option gives the holder the right, 
but not the obligation, to buy the underlying instrument. A put option gives the 
holder the right, but not the obligation, to sell the underlying instrument. The 
price at which the underlying instrument may be bought or sold during the 
specified period is referred to as the strike or exercise price. The option buyer 
(holder) is the party that obtains the right, by paying a premium, to buy (call) 
or sell (put) an instrument. The option seller (writer) is the party that is 
obligated to perform if the option is exercised.
1.69 The option buyer’s profit potential can be virtually unlimited. The 
option buyer’s loss, however, is limited to the cost of the option (premium paid). 
Unlike the buyer of an option contract, an option seller may be exposed to large 
and sometimes unlimited market risk; however, the premiums received by the 
seller may provide a potentially attractive return.
1.70 After the initial exchange of the premium, the writer of the option is 
not at risk to a counterparty’s default because the buyer is no longer obligated 
to perform. The buyer of the option, however, is exposed to the writer’s ability 
to perform. The risk of counterparty default can be reduced by trading through 
an exchange, since the clearing organization of the exchange acts as guarantor 
for the option contracts.
1.71 When an option is exercised depends on the market price versus the 
strike price, the outlook on how one option will perform in relation to the other 
before the expiration date, and the kind of option—European or American. A 
European option is exercisable only at the maturity date of the option, whereas 
an American option is exercisable at any time during the option period.
1.72 Caps, Floors, and C ollars. An interest rate cap is a contractual 
agreement between two counterparties in which the buyer, in return for paying 
a fee, will receive cash payments from the seller at specified dates if rates go 
above a specified interest rate level known as the strike rate (cap). An interest 
rate floor is a contractual agreement between two counterparties in which the 
buyer, in return for paying a fee, will receive cash payments from the seller at 
specified dates if interest rates go below the strike rate. The cap or floor fee 
(premium) is generally paid in advance to the seller by the buyer, but it may 
be paid over the life of the cap or floor agreement. At each settlement date 
during the term of the cap or floor, the strike rate is compared with the market 
rate (index rate) to determine whether the seller must make a payment to the 
buyer. The timing of these payments varies depending on the agreement 
between the buyer and the seller.
1.73 The economic characteristics of caps and floors are analogous to 
those of a series of European interest rate options. The risks associated with 
caps and floors are also similar to those of options (that is, they are asymmet­
rical). The buyer of a cap or floor is protected against adverse interest rate 
changes (the loss is limited to the premium), while having the ability to profit 
from favorable changes in interest rates.
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1.74 As with an option, the writer of a cap or floor has no risk of counter­
party default unless the cap or floor fee (premium) is paid over the life of the 
cap or floor arrangement. The buyer, in contrast, incurs counterparty credit 
risk because the third party may not fulfill its obligation.
1.75 The buyer of the interest rate cap can lower the fee paid in advance 
to the writer by writing a floor (minimum level of a floating rate) on the 
transaction. If the floating rate goes below the floor, the buyer of the interest 
rate cap (writer of the floor) has to compensate the counterparty for the 
difference. An interest rate contract that specifies both a cap and a floor for 
interest rates is referred to as a collar.
1.76 Swap Transactions. Swaps are financial transactions in which two 
counterparties agree to exchange streams of payments over time according to 
a predetermined formula. Swaps are normally used to transform the market 
exposure associated with a loan or bond borrowing from one interest rate base 
(fixed-term or floating rate) or currency denomination to another (across 
markets).
1.77 The typical interest rate swap is an agreement between two parties 
under which each party agrees to pay the other specified or determinable cash 
amounts on specified future dates. The cash amounts to be paid by each party 
are defined in terms of applying a specified interest rate (either fixed or 
variable) to a hypothetical principal amount, referred to as the notional prin­
cipal amount. The interest rate swap does not modify preexisting debt instru­
ments, and no securities actually change hands between the parties.
1.78 Currency swaps are similar to interest rate swaps in that interest 
streams are exchanged between two counterparties; however, unlike interest 
rate swaps, they are in two different currencies (either fixed for fixed, fixed for 
floating, or floating for floating). Further, unlike interest rate swaps, since two 
different currencies are involved, there is generally an exchange of principal at 
inception of the agreement and a re-exchange of like principal at maturity.
1.79 The term currency swap is also used to describe arrangements in 
which spot and forward foreign exchange contracts are entered into with the 
same counterparty (foreign exchange swap). The forward amount exchanged is 
different from the spot amount because the forward amount includes an 
interest differential between a fixed rate in one currency and a fixed rate in the 
other currency. Unlike the currency swaps described in the preceding para­
graph, in which there is a series of forward exchanges (interest flows), a foreign 
exchange swap has only one forward exchange.
1.80 In interest rate swaps, there is unlimited market risk and reward to 
the extent interest rates fluctuate. The fixed-rate receiver loses if interest rates 
rise, and the fixed-rate payer loses if interest rates fall. There is no market risk 
in the principal amount of interest rate swaps. The counterparty to a currency 
swap is exposed to interest rate movements and to foreign exchange risk on the 
principal and interest.
1.81 The contractual or notional amounts related to interest rate and 
currency swaps do not indicate the risk of default of the counterparty. Risk of 
default varies with the financial strength of the counterparties. Further, the 
amount at risk at a point in time is limited to the unrealized gain and varies 
with market conditions. Additional credit protection may be provided through 
the use of an intermediary, who guarantees the payment streams by providing 
a backup letter of credit, collateral, or some other support arrangement.
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1.82 Asset Securitiza tion . Asset securitization is the process of convert­
ing receivables and other assets that are not readily marketable into securities 
that can be placed and traded in capital markets. Assets that have been 
securitized include residential mortgages, commercial mortgages, agency secu­
rities (including those of GNMA, Federal National Mortgage Association, 
Federal Home Loan Mortgage Corporation), consumer receivables (credit card 
loans and home equity loans), retail installment loans (automobile, recrea­
tional vehicle, and mobile home), time-share mortgage loans, trade receivables, 
insurance-policy-related receivables, leases (equipment, operating, and auto­
mobile), student loans, high-yield corporate bonds, and federal assets.
1.83 Securitization transactions span a wide spectrum. At one extreme 
are outright sales of assets or interests in assets. At the other extreme are 
borrowings collateralized by assets. In between are sales of assets with varying 
degrees of recourse to the seller and nonrecourse borrowings collateralized by 
assets. Asset-backed securities may be issued through a variety of structures, 
including pay-through securities, pass-through securities, and commercial 
paper with multiple classes, differing degrees of subordination, and varying 
cash flow priorities. The securities are often backed by some form of credit 
enhancement. Credit enhancement can take the form of letters of credit, 
third-party guarantees, liquidity facilities, spread accounts, reserve funds, 
subordinate interests, and overcollateralization.
1.84 In a typical asset securitization transaction, a company transfers 
assets to a special-purpose vehicle (SPV) or variable interest entity (VIE) in 
exchange for cash or securities issued by the SPV or VIE. The SPV or VIE 
might be organized in such a way that the likelihood of its bankruptcy is 
remote, and the transferred assets are protected from the estate of the trans­
ferring company in the event of its bankruptcy.
1.85 The most prevalent example of an asset securitization is a collater­
alized mortgage obligation, which is a mortgage-backed bond that aggregates 
individual mortgages or mortgage-backed securities into mortgage pools that 
are separated into different maturity classes, called tranches. Each tranche 
has unique risk characteristics for paying interest, paying principal, or retain­
ing residual ownership.
1.86 Securitization often allows the holder of assets to raise funds at a 
lower rate than the cost of general obligation borrowings, to free up capital 
through off-balance-sheet financing, to reduce interest rate and credit risk, to 
limit loss exposure, and to gain access to nontraditional funding sources.
1.87 Mutual funds, insurance companies, pension funds, banks, thrifts, 
retail investors, and diverse other foreign and domestic investors participate 
in the mortgage- and asset-backed securities market. New investment instru­
ments, flexible payment terms, investment-grade credit quality, various de­
grees of liquidity, and reduced event risk are among the benefits offered by 
these securities. The market risks affecting these securities include interest 
rate risk, prepayment risk, and varying degrees of credit risk. Given the 
multitude of assets and the complexity of securitization structures, an investor 
must understand both the investment profile and the risks specific to each 
investment.
1.88 In te rn a tio n a l T rad ing . A number of major broker-dealers have the 
capabilities for executing purchase and sale orders in securities traded abroad. 
The recent admission of U.S. broker-dealers to foreign financial markets offers 
the possibility of twenty-four-hour trading. In addition, many foreign 
securities are traded by market makers in the United States. Many broker- 
dealers trade equity securities in the form of American Depository Receipts
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(ADRs). An ADR is a registered negotiable receipt for shares of a foreign 
corporation held in custody in the foreign location. Some ADRs are listed on 
the NYSE, while many others trade in the OTC market.
Investment Banking
1.89 Many broker-dealers are engaged in providing investment banking 
services to their customers. These services typically include the raising of 
capital through the public offering or private placement of securities. In 
addition, these broker-dealers counsel companies in the management of their 
money and advise companies about corporate structuring opportunities.
1.90 P ub lic  O fferings. Corporations and governmental entities that de­
sire to raise funds through the public sale of securities normally engage 
securities broker-dealers to underwrite their securities issues. Underwriting is 
the act of distributing a new issue of securities (primary offering) or a large 
block of issued securities (secondary offering). Underwritings are accomplished 
on either a firm-commitment or a best-efforts basis. The underwriting group 
for a transaction on a firm-commitment basis agrees to buy the entire security 
issue from the issuer for a specified price, with the intent to resell the securities 
to the public at a slightly higher price. The underwriting group for a best-ef­
forts underwriting agrees to sell the issue at a price to be determined, normally 
with a minimum requirement to complete the underwriting. An underwriting 
group may also be formed on a standby basis, in which there is a commitment 
to buy the securities if called on.
1.91 Underwriting subjects the broker-dealer to substantial risks. A bro­
ker-dealer underwriting securities on a firm-commitment basis is required to 
buy a portion of the positions offered. This results in the need to finance the 
unsold portions and to assume the market risk of ownership. In addition, the 
broker-dealer may be held liable to the purchasers of the securities under the 
Securities Act of 1933. The statute holds all persons (including underwriters) 
connected with a registration statement responsible for any material misstate­
ments contained in the registration statement. An underwriting also exposes 
the broker-dealer to the risk that its customers or other group members who 
had committed to buy the securities being underwritten may refuse to honor 
the transactions.
1.92 Because the value of a new issue of securities and the liability for 
successful marketing may be too great for any one dealer, group accounts or 
syndicates may be formed to spread the risk. In addition, selling groups, which 
may include broker-dealers other than members of the underwriting group, are 
sometimes formed to obtain wider distribution of the new issue.
1.93 The liability of the underwriting group may be divided or undivided. 
If it is divided, each member of the group has a specified maximum liability to 
buy a certain number of shares of stock or principal amount of bonds. If it is 
undivided, each member of the underwriting group has a designated percent­
age liability for unsold securities.
1.94 A dv iso ry  Services. Broker-dealers provide advisory services, for 
which they receive fee income. These may include consulting on mergers and 
acquisitions, reorganizations, tender offers, leveraged buyouts, conversions, 
swaps, and the pricing of securities to be issued. Fees for these services are 
generally determined by the transaction size and are often contingent upon 
results, which may not be final until after the services are completed. In 
addition, broker-dealers may earn fees by advising investment company asset 
managers about mutual fund assets and about the distribution and mainte­
nance of mutual fund shares.
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1.95 P riva te  Placements. Broker-dealers may also arrange the private 
placement of securities by issuers. Private placements are usually conducted 
on a best-efforts, agency basis and therefore expose the placement agent to less 
risk than that associated with the underwriting liability of a public offering. 
Private placements are distributions of securities that do not involve public 
offerings. Typically, private placements are sold to sophisticated institutional 
investors and hence do not require a registration statement to be filed with the 
SEC. The securities involved in private placements can be either an initial 
issuance or a resale of previously issued securities and are generally restricted 
as to subsequent resale. For example, they may require registration under 
state and federal securities laws prior to resale or an opinion of counsel 
providing an exemption from registration requirements. The company’s his­
tory, size, stability, and cash needs are factors in determining when the use of 
a private placement of debt or equity securities might be preferable to register­
ing securities for sale to the public. In many instances, the expertise of the 
broker-dealer may be essential in analyzing the company’s activities and 
requirements in order to determine the kind of securities to be offered and to 
assist in structuring the placement to enhance marketability. Since private 
placements are usually conducted on a best-efforts, agency basis by a broker- 
dealer, maximum consideration is normally given to locating an investor or a 
relatively small group of investors whose investment objectives closely parallel 
the expectations of the issuer.
1.96 In 1990 the SEC adopted rule 144A to provide a safe-harbor exemp­
tion from the registration requirements of the Securities Act of 1933 for the 
resale of private placements when the resale is made to a qualified institu­
tional buyer. Broker-dealers can qualify as institutional buyers if they own 
and invest on a discretionary basis at least $10 million in the securities of 
unaffiliated issuers. Broker-dealers with less than $10 million may buy 
securities as riskless principals for clients that are themselves qualified 
institutional buyers.
Financing
1.97 Broker-dealers may finance their activities through the use of bank 
loans, stock loans, and repurchase agreements (repos). In recent years, stock 
lending and repurchase agreements have also evolved into firm trading strate­
gies whereby broker-dealers earn interest spreads on the simultaneous bor­
rowing and lending of funds collateralized by securities. A discussion of some 
of the activities described as broker-dealer financing activities follows.
1.98 Bank Loans. One source of financing in the securities industry is 
bank loans. These loans are callable by the bank and are often collateralized 
by securities owned by the broker-dealer or, if used to finance loans to the 
customer, by customer securities that are not fully paid for. The interest rate 
charged by banks on these loans is called the brokers’ ca ll rate.
1.99 In addition to the risks faced by all businesses concerning collateral­
ized bank loans, broker-dealers are subject to a unique requirement resulting 
from regulations governing collateral. SEC rule 15c3-3 prohibits broker- 
dealers from utilizing their customers’ fully paid or excess margin securities as 
collateral for bank loans. Federal Reserve Regulations G, T, U, and X of the 
Board of Governors of the Federal Reserve establish the ratio of collateral 
value to the amount of loans that must be maintained for loans used to finance 
customer-related activity and to finance firm-related activity. Thus firms must 
maintain separate records for customer and firm loans and related collateral.
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1.100 Securities Lend ing  Agreements. A stock loan is an arrangement in 
which securities are loaned from one broker-dealer to another in exchange for 
collateral. Broker-dealers may lend securities to enable a borrowing broker- 
dealer to make deliveries of securities sold that the borrowing broker-dealer 
does not have available to deliver on the settlement date. Securities lending 
has become an effective and efficient means of generating funds for financing 
broker-dealers’ operations. Securities lending is usually conducted through 
open-ended “loan” agreements, which may be terminated on short notice by the 
lender or borrower. Securities lending is generally collateralized by cash, 
although securities or letters of credit may also be used as collateral. The 
nature of these transactions is generally governed by Regulation T and rule 
15c3-3.
1.101 Each stock loan is initially collateralized at a predetermined mar­
gin that is slightly in excess of the value of the securities loaned. If the market 
value of the security falls below an acceptable level during the time a loan is 
outstanding, the borrower of the security requests the return of the excess cash 
collateral. If the value of the security rises, the lender of the security generally 
requests additional cash collateral to cover potential exposure to credit risk.
1.102 When a stock loan is terminated, the securities are returned to the 
lender and the collateral or cash to the borrower. Fees (often referred to as 
rebates) are paid to the cash lender based on the principal amounts outstand­
ing. Such fees are generally calculated at a rate lower than the broker-dealer’s 
call rate, and they fluctuate based on the availability of the particular securi­
ties loaned. Some broker-dealers participate in the securities-lending and 
securities-borrowing market as intermediaries. They conduct a finder or con­
duit business in which securities are borrowed from one broker-dealer (or other 
institution) and loaned to another.
1.103 Repurchase o r Resale Agreements. A repo is a transaction involv­
ing the sale of assets, usually government agency or mortgage-backed securi­
ties, subject to an agreement by the seller to repurchase the assets at a 
specified date or in specified circumstances. A repo may be made on an 
overnight or a fixed-maturity basis or made with an agreement for the seller 
to buy back the same securities at an open date to be decided by the buyer and 
seller. Dollar repurchase agreements (also called d o lla r  ro lls ) are agreements 
to sell and repurchase substantially the same but not identical securities.
1.104 A reverse repurchase or resale agreement is a transaction involving 
the purchase of assets or securities, subject to an agreement by the purchaser 
to resell the assets at a specified date or in specified circumstances. The buyer 
is said to enter a reverse repo while the seller enters a repo. This reciprocal 
procedure enables the seller to obtain short-term financing while the buyer is 
able to earn interest on its excess cash and hold securities as collateral. For the 
buyer, the transaction represents another form of secured lending.
1.105 Government bond dealers that have large inventories to be fi­
nanced find it advantageous to execute repos with institutional investors 
because a repurchase transaction usually has a lower interest rate than the 
interest rate charged by a bank and they can finance a greater percentage of 
their collateral. By using repos, buyers are able, with negligible market risk, 
to earn interest on their balances. The principal risk to the buyer is the 
creditworthiness of the seller, but only if the collateral is in the possession of 
the seller or if its value has declined substantially. The possession of the 
collateral is an important determinant of the credit risk of a repo transaction. 
There are three kinds of custodial arrangements relating to repo transactions: 
tri-party repos, deliver-out repos, and hold-in-custody repos.
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1.106 In a tri-party repo, an independent institution acting in a custodial 
capacity enters into a tripartite agreement with the two counterparties to the 
transaction. This third-party custodian assumes certain responsibilities for 
safeguarding the interests of both counterparties and is involved in transfer­
ring funds and securities between those two parties. In a deliver-out repo, the 
securities are delivered to the investor or its designated custodial agent, who 
has no relationship with the repo seller. A hold-in-custody repo is characterized 
by the repo seller retaining control of the securities and by serving simultane­
ously throughout the transaction not only as principal but also as the investor’s 
custodial agent.
1.107 Some commonly used terms that describe various kinds of repur­
chase transactions include overnight repos, term repos, repos to maturity, and 
matched repos. Matched repos are situations in which the broker-dealer has 
entered into repos and reverse repos utilizing the same securities. Broker- 
dealers make their profits on the differences between the interest charged on 
the repos and the interest earned on the reverse repos.
Other Activities
1.108 Commodities. A commodity may be bought for current delivery or 
for future delivery. Broker-dealers buy and sell commodity contracts for future 
delivery on the request of their customers or for their own account. In a 
purchase contract (long position), the buyer agrees to accept a specific commod­
ity that meets a specified quality in a specified month. In a sale contract (short 
position), the seller agrees to deliver the specified commodity during the 
designated month.
1.109 Growers, processors, warehouse operators, and other dealers often 
buy and sell commodity futures for hedging purposes;3 that is, they transfer 
the price risk to speculators. Speculators buy and sell commodity futures 
because of the potential for a large return that could result from the leverage 
inherent in commodity futures trading. This leverage exists because a com­
modity contract controls a substantial amount of the commodity and only a 
small money payment (margin deposit) must be made.†
1.110 Investm ent Company Shares. Established under the Investment 
Company Act of 1940, investment companies are institutions that issue shares 
representing a portfolio of assets. The sale and redemption of investment 
company shares are often handled by broker-dealers. The AICPA Audit and 
Accounting Guide Investm ent Companies, provides accounting and auditing 
guidance relevant to these institutions.
1.111 Broker-dealers may act as agents to offer their customers the 
opportunity to invest in investment company shares. Brokers act as agents for 
their customers by placing or redeeming orders with mutual funds. Orders 
with mutual funds are placed in the customers’ names through the sharehold­
ers’ servicing agent, which keeps records of individual share ownership, includ­
ing additions for the reinvestment of dividends and capital gains. The 
broker-dealer’s financial involvement with mutual funds may be limited to the 
receipt of commission checks if orders are placed with funds that charge 
commissions.
3 Provided the requirements of FASB Statement No. 133, as amended, are met.
† The Stockbrokerage and Investment Banking Committee of the AICPA has published A u d its  
o f  F u tu res  C om m ission M erchants, In tro d u c in g  Brokers, and  C om m odity  Pools. This practice aid, 
written by the Commodity Practice Aid Task Force, is intended to provide practitioners with 
nonauthoritative, practical guidance on auditing financial statem ents of futures commission mer­
chants, introducing brokers, and commodity pools, and is organized to complement this Guide.
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1.112 U n it Investm ent Trusts. A unit investment trust (UIT) registered 
under the Investment Company Act is a pool of securities fixed at the date of 
origination in which an investor holds an interest. Because it is not a managed 
investment vehicle, a UIT appeals to investors who, though desiring diversifi­
cation, do not seek active professional investment advice. A UIT differs from a 
mutual fund in that it has a fixed termination date, roughly corresponding to 
the maturities of the securities in its portfolio. In addition, a UIT does not have 
a board of directors and an investment adviser. Rather, it has a trustee (or 
custodian) who holds the UIT’s assets; a sponsor who establishes, promotes, 
sells, and makes a secondary market in the UIT’s units; and an evaluator who 
periodically values the UIT’s portfolio.
1.113 Foreign Exchange. The trading of currencies and bank deposits 
denominated in various currencies takes place in the foreign exchange market. 
The largest dealers in foreign exchange are money center banks. These dealers 
either arrange transactions between each other (in the interbank market) or 
place bids and offers through a brokerage system, wherein brokers (including 
a number of securities broker-dealers) will attempt to bring buyers and sellers 
together for a commission. Currencies are traded in either the spot or forward 
markets and the futures markets. Spot transactions call for the immediate 
exchange of currencies (typically a two-day settlement), while forward trans­
actions settle at a predetermined future date. The spot and forward markets 
are utilized primarily by large commercial users and institutional traders, 
while the futures market serves smaller commercial users and speculators.
1.114 Soft D o lla r  Arrangem ents. In soft dollar arrangements, the re­
search required by money managers is paid for using part of the commissions 
paid by the money managers. Most soft dollar arrangements are triangular. In 
the first corner of the triangle is a money manager who wants to buy research 
data without writing a check. In the second corner, there is a broker with whom 
the money manager, or the money manager’s client, trades. The broker uses a 
part of the commission (soft dollars) to pay the research firm on behalf of the 
money manager. In the third corner is the researcher, who is paid by the broker 
and sends the data to the money manager. Since the 1970s, when soft dollars 
were first used, some brokers and money managers have used soft dollars to 
cover transactions not associated with research. These types of transactions 
are governed by section 28(e) of the Exchange Act, which allows the paying of 
a brokerage commission if the manager determines in good faith that the 
commission is reasonable in relation to the value of the brokerage and research 
services received.
1.115 D irected Brokerage Arrangem ents. In a directed brokerage ar­
rangement, a client asks its adviser, subject to the adviser’s satisfaction that 
the client is receiving best execution, to direct commission business to a 
particular broker that has agreed to provide services, pay obligations or make 
cash rebates to the client. Since the adviser is being directed by the client in 
these arrangements, the adviser does not need to rely upon section 28(e) of the 
Exchange Act. Some industry participants use the term directed brokerage to 
refer to arrangements whereby a broker-dealer agrees to pay customer ex­
penses in exchange for commissions, and they contrast this with “commission 
recapture” which refers to cash rebates on commissions paid. In both scenarios, 
the client is receiving benefits from its own commissions.
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Chapter 2 
B r o k e r - D e a l e r  F u n c t i o n s ,  B o o k s ,  a n d  R e c o r d s
Introduction
Overview
2.01 Accounting for securities transactions by broker-dealers is unique in 
that two sets of books, the general ledger and the securities record (commonly 
referred to as the stock record), are maintained. The general ledger is used to 
record entries reflecting money balances, and the securities record is used to 
account for security positions.
2.02 This chapter discusses the flow of a security transaction, whether 
manual or automated, and standard departments and records within a broker- 
dealer. The auditor may find that many of those records and activities are 
automated, including the execution, for example, through the Designated 
Order Turnaround (DOT) system, clearance, and the settlement of trades and 
the processing of transactions, balancing, and reconciliations of records both 
within the broker-dealer and with external entities such as the National 
Securities Clearing Corporation (NSCC) or the Depository Trust Company 
(DTC).
2.03 In addition, external service sources, such as market valuation 
services, provide information that is incorporated into the automated record­
keeping system. The extent of automation within the industry varies from 
company to company.
O riginal Entry Journals
2.04 Original source (trade) data must be recorded onto original entry 
journals. These journals, which are often referred to as blotters, contain the 
following:
•  An itemized daily record of the details for all purchases and sales of 
securities (by market)
•  Receipts and deliveries of securities
•  Cash receipts and disbursements
•  Other debits and credits, such as listings of floor brokerage receivables 
or payables, mutual fund commissions earned, and investment coun­
seling fees
2.05 For each transaction, blotters or related records should generally 
indicate the following:
•  The quantity and description of the securities, including the certificate 
numbers of the securities
•  The unit and aggregate purchase or sales price (if any)
•  The trade date
•  The name of the broker-dealer from which the securities are purchased 
or received or to which the securities are sold or delivered
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2.06 A broker-dealer may keep separate blotters to record different types 
of transactions. For example, a broker-dealer may keep a clearinghouse blotter 
to record purchases and sales of cleared securities transacted on an exchange 
in round lots and several other blotters in which transactions in odd lots, 
unlisted securities, foreign currencies, bonds, cash receipts and deliveries, and 
journal entries are recorded. Other types of blotters for special kinds of busi­
ness include a cash blotter to record cash disbursements and receipts; a receive 
blotter to record purchases, receipts of securities, and payments of cash; and a 
deliver blotter to record sales, deliveries of securities, and receipts of cash.
General Ledger
2.07 Broker-dealers must maintain general ledgers reflecting their as­
sets, liabilities, revenue, expenses, and capital accounts. The general ledger 
and related subsidiary ledgers (commonly referred to as daily bookkeeping 
ledgers) provide details relating to all asset, liability, and nominal accounts 
and enable the broker-dealer to prepare a trial balance in order to prepare 
financial statements showing the broker-dealer’s financial position, results of 
operations, and cash flows. A description of the general ledger accounts is 
presented in Chapter 4, “Financial Statement Presentation and Classifica­
tion.” Those records are also used in preparing required net capital and reserve 
requirement computations.
Stock Record
2.08 The stock record is a double-entry accounting system for shares of 
stock or principal amounts of debt by security issue. It is a record of account­
ability reflecting all securities for which the firm has custodial responsibility 
or proprietary ownership. The stock record should balance much as a general 
ledger balances: debits and credits should equal in the general ledger; likewise, 
long positions and short positions should equal in the stock record. See the 
“Illustrative Stock Record Entries” that appear at the end of this chapter and 
show how transactions are recorded in the stock record.
2.09 A long position in the stock record indicates ownership of the secu­
rity or the right of possession. The most common positions on the long side of 
the stock record are the following:
•  Customer (securities owned by customer)
•  Firm (securities held in inventory for the broker-dealer’s own account 
and risk)
•  Reverse repurchase agreements (also known as resale agreements or 
reverse repos)
•  Fail-to-deliver (securities sold to or through another broker-dealer but 
not delivered)
•  Securities borrowed from another broker-dealer or customer
2.10 A short position in the stock record indicates either the location of 
the securities or the responsibility of other parties to deliver them to the 
broker-dealer. Every security owned or held by the broker-dealer must be 
accounted for by its location. The following list includes the most common short 
positions.
•  Box. Securities are physically located at the broker-dealer’s own 
location, typically in the cashier’s cage.
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•  V au lt. Securities are physically located at the broker-dealer’s own 
location in a secured area or in a bank safe deposit box.
•  Depositories. Securities are on deposit at a depository, such as DTC 
or a custodian bank.
•  Transfer. Securities are at a transfer agent being reregistered.
•  Fail-to-receive. The broker-dealer has purchased securities, which 
have not yet been received.
•  Securities loaned. Securities have been loaned to another broker-dealer.
•  Customer short. A customer sold securities, but delivery has not yet 
been made.
•  F irm  short. The broker-dealer sold a security it does not own.
•  Repurchase agreements.
•  B ank loan. Securities are held on deposit at a bank and pledged as 
collateral for a loan.
2.11 The stock record lists securities by security number, normally by 
Committee on Uniform Security Identification Procedure (CUSIP) number, 
and, for each securities position, the accounts that are long or short in terms of 
shares (for stocks and mutual funds), principal amounts (for bonds and treas­
uries), or number of contracts (for options). A stock record summary indicating 
all account positions in the security and an activity list indicating daily 
changes in the stock record are tabulated daily by the broker-dealer.
2.12 The chart of accounts is the key to reading and understanding the 
stock record because transactions are recorded by account numbers and quan­
tities. Many accounts can have both securities positions and related money 
balances. However, certain accounts (such as box, vault, transfer, and deposi­
tory locations) have only security positions without related money balances.
Regulatory Recordkeeping Requirements
2.13 The basic requirements for preparing and maintaining books and 
records are described in Rules 17a-3 and 17a-4 under the Securities Exchange 
Act of 1934 (the Exchange Act) (see Financial Reporting Release No. 1, section 
402.02, for general guidelines for maintaining current books and records in 
accordance with these rules). In Rule 17a-3, the SEC specifies the minimum 
books and records a broker-dealer must maintain. They include a complete set 
of financial accounting books and records, including books of original entry, 
general and subsidiary ledgers, and the stock record. Rule 17a-3 also sets forth 
other recordkeeping requirements of broker-dealers. Among other things, it 
requires broker-dealers to maintain a memorandum of each brokerage order 
and a memorandum for each purchase and sale of securities for its own 
account, showing the price and, to the extent feasible, the time of execution. 
The rule also specifies that the broker-dealer must maintain certain records 
regarding transactions of employees and customers, as well as a periodic trial 
balance and net capital, reserve formula, and other regulatory computations. 
Such books and records are required to be maintained for prescribed periods 
as set forth in Rule 17a-4. In November 2001, the SEC adopted amendments 
to Rule 17a-3 and the record retention requirements in Rule 17a-4. Among 
other things, the amendments to Rule 17a-3 revised the information that must 
be recorded on order tickets; added new requirements to collect certain account 
record information, and periodically provide that information to customers for 
verification. The amendments to Rule 17a-3 also added new requirements to 
create: certain records related to associated persons, a record of customer 
complaints, a record indicating compliance with applicable advertising rules,
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and records identifying persons responsible for establishing procedures and 
persons able to explain the broker-dealer’s records to a regulator.
2.14 Furthermore, in their constitutions and rules, the National Associa­
tion of Securities Dealers (NASD) and many securities exchanges prescribe 
certain books and records that members must keep. Depending on the needs of 
the individual broker-dealer’s business, there are situations that may warrant 
the maintenance of certain additional records not specifically required under 
the rules of the various regulatory bodies.
Settlement Date
2.15 Historically, broker-dealers have recorded securities transactions in 
their trial balances and stock records on the date the securities are due for 
settlement (settlement date) rather than the date on which the transaction was 
initiated (trade date). With the advent of automation, many firms now record 
their proprietary transactions on a trade date basis. However, customer re­
cords are generally still maintained on a settlement date basis (see the 
section of Chapter 7, “Accounting Standards,” entitled “Trade-Date Versus 
Settlement-Date Accounting” for a further discussion of trade date and settle­
ment date accounting). During the period between trade date and settlement 
date, various operational departments are responsible for clearing or settling 
trades.
2.16 The time period between trade date and settlement date varies 
depending on the product and specific transaction. Although any settlement 
date can be negotiated for any given purchase or sale, the following table 
provides a reference for the current standardized (regular way) settlement 
dates by product.
2.17 Trade date information, which includes proprietary inventory re­
ports used by a broker-dealer’s traders, is normally available in the broker- 
dealer’s internal reporting systems. In addition, customer information is used 
daily by the broker-dealer to determine the amount of margin required for each 
customer’s account. Trade date information is also important to the operations 
departments, to assist them in settlement and clearance.
* The se ttle m e n t periods h e re in  re fe r to  th e  U.S . m arketp lace. S e ttlem en t dates in  o th e r 
cou n tries  v a ry  and m ay no t be s tandard ized. C u rre n tly , the re  is  an e ffo rt to  s tandard ize  global 
se cu rity  se ttlem ents.
S ta n d a rd iz e d  S e ttle m e n t D a tes*
Product Settlement Date
Equity Securities 
Corporate Bonds 
Municipal Bonds 
Government Securities 
Government Agency Securities 
Futures and Commodities 
Listed Options (CBOE)
Money Market Instruments 
Mutual Funds 
Currency Contract Spot
Three business days after trade date 
Three business days after trade date 
Three business days after trade date 
One business day after trade date 
Varies depending on product 
Same-day settlement 
One business day after trade date 
One business day after trade date 
Three business days after trade date 
Two business days after trade date
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Trade Execution 
Customer
2.18 Sales. The manner in which trades are initiated varies with the type 
of broker-dealer (that is, full-service or discount). The customers of full-service 
broker-dealers usually have a designated registered representative or salesperson 
with whom they place buy or sell orders for securities. The registered repre­
sentative normally resides at one of the broker-dealer’s branch offices, which are 
established to serve a strategic geographic area. Buy and sell orders may be based 
on the registered representative’s recommendations (solicited) or may be initiated 
by the customers (unsolicited). Orders may also be entered by the broker-dealer 
pursuant to discretionary powers granted by the customer. In any case, the 
registered representative is responsible for routing an order to the proper opera­
tional department so that the order can be executed and processed. For discount 
broker-dealers, orders are unsolicited and, in many cases, have been automated to 
the point where the customer places the order directly into the broker-dealer’s 
system through a personal access code.
2.19 Before initiating an order, the customer must determine the following:
•  The security
•  The trading action to be initiated (buy, sell long, or sell short)
•  The number of shares or units to be traded
•  The type of order
•  The price of the transaction
•  The disposition of securities purchased or sold
•  The method of payment (cash or margin)
•  Other incidental information, such as selling against a prior purchase
2.20 There are many types of orders that a customer may place; the most 
common are the market order and the limit order. A market order is an order 
to buy or sell a stated amount of a security at the most advantageous price 
obtainable after the order is received on the exchange floor or in the trading 
area. A limit order is an order to buy or sell a stated amount of a security at a 
specified price, or at a better price if obtainable after the order is received on 
the exchange floor or in the trading area.
2.21 Exchange trading is normally done in round lots (usually one hun­
dred shares), and a bid and offer on a security is usually made for the minimum 
unit of trading. A customer must accept a partial execution, in units of trading, 
unless the order is marked all or none (AON) or fill or kill (FOK). A customer’s 
order to buy or sell is generally transacted as soon as possible after its receipt 
on the exchange floor or in the broker-dealer’s trading area. An order is 
considered valid only for the day of the order; however, a customer can enter 
an order as good till canceled (GTC) or an open order, which is valid for longer 
than one day. The customer can cancel a GTC order if no action has been taken 
before the cancellation is received. Customers may enter good-through-the- 
week (GTW) and good-through-the-month (GTM) orders for bonds.
2.22 When a customer places an order, an order ticket is completed. The 
ticket includes the following:
•  The security description
•  The quantity to buy or sell
•  The desired price, if specified
•  The type of order
•  The customer’s name and account number
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2.23 The order ticket is the broker-dealer’s record of the customer’s instruc­
tions. Rule 17a-3 requires broker-dealers to maintain a record of each brokerage 
order given or received for the purchase or sale of securities regardless of whether 
the order is executed. The record must show the terms and conditions of the order 
and any modification or cancellation. The order should indicate the customer 
account for which the order is entered, the time of entry, the execution price, and, 
if feasible, the time of execution or cancellation. Orders entered by the broker- 
dealer pursuant to discretionary powers must be designated as discretionary 
transactions. Rule 17a-3 has been amended to revise the information that must be 
recorded on order tickets. Among the amendments, a brokerage order ticket is 
required to contain the identity of the associated person, if any, responsible for the 
account and any other person who entered or accepted the order on behalf of the 
customer, and whether it was entered subject to discretionary authority. The 
brokerage order ticket must also include the time the broker dealer received the 
customer order. Dealer tickets are required to include information about any 
modifications to the order.
2.24 O rder E n try . The completed order ticket is entered into the system, 
which accepts and reviews the ticket and relays the customer’s instructions to the 
exchange floor or trading desk where it is to be executed. The exchanges have 
developed systems, such as Designated Order Turnaround (DOT) and Super-DOT, 
whereby an order is routed to an automated order matching system, depending on 
its size or price restriction. In addition, some firms have developed internal order 
matching systems. Once the order has been executed, the transaction is confirmed 
with the customer. Information concerning executed trades is sent to the purchase 
and sales department, which is responsible for ensuring that system-generated 
trade confirmations are correct and mailed to customers.
2.25 Orders for over-the-counter (OTC) securities and certain listed secu­
rities are generally processed by the trading desk. The trader can either buy or 
sell the security from the firm’s inventory (principal) or can buy from or sell to 
another dealer for the account of the customer (agent). Should the trader buy 
for or sell from its own inventory, the price to the customer reflects a dealer 
spread in lieu of a commission. Alternatively, a trader may initiate an order on 
the firm’s behalf for the benefit of a customer by negotiating the terms with 
another broker-dealer. This entails agreeing on the price and terms of the trade 
and executing the transaction, for which the customer is charged a commission.
2.26 Rule 17a-3 requires broker-dealers to maintain records of each pur­
chase and sale of securities, showing the price and, to the extent possible, the 
time of execution. No records of dealers’ quotations or bids or offers made in 
the course of trading are required by the rule.
2.27 An executed trades report containing the terms of the executed 
orders is generated daily to facilitate further processing. Executed trades 
reflecting the purchase or sale of securities are recorded on a blotter, but they 
are generally not posted to the firm’s general ledger and stock record until the 
settlement date. Instead, they are held in a pending file and posted on a memo 
basis to margin records and a bookkeeping journal.
2.28 Custom er Records. SEC Rule 17a-3 requires broker-dealers to 
maintain a ledger account or other record for each cash and margin account of 
every customer regardless of the frequency of transactions. Transactions in the 
customer accounts cover both money balances and security positions, with the 
security transaction and related money generally recorded on the settlement 
date. Customer accounts should include itemization of the following:
•  All purchases and sales
•  Securities or commodities received in or delivered out
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•  Cash receipts and disbursements
•  Dividends and interest received or charged
•  Other debits and credits
The SEC adopted new Rule 17a-3(a)(17) requiring broker-dealers to create a 
customer account record with certain minimum information as to each customer, 
and to furnish account record information to customers on a periodic basis.
2.29 A customer may have several different accounts. Cash and margin 
accounts, which are the most common accounts, require distinction because 
they are subject to different rules under Federal Reserve Regulation T (Regu­
lation T) and the regulations of various self-regulatory organizations.
2.30 A cash account requires a customer to purchase or sell securities 
strictly on a cash basis. Cash account purchases are limited by Regulation T to 
purchases for which sufficient funds are held in the account or in reliance on 
an agreement that the customer will promptly make full cash payment for the 
security and that the customer does not contemplate selling the security to 
make such payment. Cash account sales are similarly limited to sales for which 
the security is held in the account or in reliance on an agreement that the 
customer owns the security and will make prompt delivery.
2.31 Under Regulation T, no credit may be extended to a customer with a 
cash account except for short periods of time between the time an order is executed 
and the time payment must be received from the customer. Full cash payment 
normally must be made within five business days after the date the security is 
purchased. Assuming a three-day settlement period, full cash payment must be 
made no later than two business days after the settlement date. However, if an 
institutional customer purchases a security with the understanding that the 
security will be delivered promptly and that the full cash payment will be made 
promptly against such a delivery, meaning a cash-on-delivery (COD) or delivery- 
versus-payment (DVP) account, the time period for making payment is not to 
exceed thirty-five calendar days from the trade date.
2.32 A customer’s failure to make timely payment would ordinarily re­
quire the prompt cancellation or liquidation of the transaction. The periods of 
settlement date plus two business days and thirty-five calendar days may be 
extended for one or more limited periods by applying to the broker-dealer’s 
examining authority.
2.33 A margin account allows a customer to buy securities without paying 
in full. The difference between the purchase price and the amount paid by the 
customer represents a collateralized loan to the customer on which interest is 
charged. The margin account provides a record of purchase transactions for 
which the broker-dealer is expected to extend credit for a portion of the 
purchase price. The amount of credit extended is subject to the limits pre­
scribed under Regulation T. CFTC rules 41.42 through 41.49 and SEC Rules 
400 through 406 establish margin requirements for securities futures.
2.34 Regulation T establishes the maximum loan value of the securities in 
the account and requires the broker-dealer to obtain a deposit of cash or securities 
necessary to meet the initial margin requirement within two business days after 
the settlement date. The two-business-days-after-settlement-date period may be 
extended for one or more limited periods by applying to a national securities 
exchange or to the NASD. Maximum loan values for securities and a listing of 
marginable securities are prescribed periodically by a supplement to Regulation T. 
Certain securities exchanges have rules establishing minimum maintenance margin
AAG-BRD 2.34
30 Brokers and Dealers in Securities
requirements, for example, New York Stock Exchange (NYSE) rule 431. A 
broker-dealer may establish initial or maintenance margin requirements that 
are greater than those required by the rules of the regulatory bodies.
2.35 A short sale is a sale of a security that the seller does not own. Before 
a broker-dealer can execute a short sale for a customer, it must know that it 
can obtain the security. The broker-dealer is expected to borrow the security if 
necessary on behalf of the customer for the purpose of satisfying the delivery 
requirements. Short sales are governed by the margin requirements of Regu­
lation T and the rules (such as NYSE rule 431) of self-regulatory organizations. 
A short sale account must be used to record transactions where securities are 
sold short.
2.36 SEC Rule 15c3-3 requires that if a security is sold, other than in a 
short sale, and is not received from the customer within ten business days after 
the settlement date, the broker-dealer must immediately close the transaction 
by purchasing the related security for the account of the selling customer 
unless an extension is obtained. Certain municipal bonds and government 
securities are exempt from this buy-in requirement.
2.37 A statement of the account must be sent to the customer for any month 
for which there is activity, and at least quarterly if positions or cash are held, as 
required by regulatory bodies. Broker-dealers are required to mail (pursuant to 
SEC Rule 10b-10) and retain (pursuant to SEC Rule 17a-4) confirmations of all 
purchases and sales of securities and notifications of all other debits and credits 
for cash securities or other items for the accounts of customers.
2.38 To facilitate the transfer of customer accounts between broker-deal­
ers, the NSCC has developed a system known as the Automated Customer 
Account Transfer (ACAT) system.
2.39 Extension o f C red it. After a transaction is recorded, the margin 
department monitors the customer’s trade activity and account balance to 
ensure that payment and delivery are satisfied in accordance with federal, 
exchange, and firm requirements. The margin department protects the firm by 
enforcing collection procedures and policies (checking credit status) and by 
reviewing customer account activity to ensure that the firm complies with the 
rules and regulations of various regulatory agencies, such as Regulation T and 
the rules of self-regulatory organizations. The margin department normally—
•  Determines initial margin.
•  Maintains customer accounts.
•  Controls the extension of credit.
•  Checks the credit status of customers.
•  Controls payments from accounts.
•  Initiates margin calls.
•  Processes and monitors applications for extensions of time for cash 
account customers to pay for securities purchased and for margin 
account customers to meet initial margin requirements.
•  Issues instructions for moving securities to or from safekeeping or 
segregation.
•  Maintains copies of documents pertaining to transactions.
2.40 Records maintained by the margin department normally indicate 
the following, on a trade date basis, for each margin customer:
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•  Market value of the securities
•  Money balance of the account
•  Margin excess or deficit
•  Safekeeping and segregation instructions
•  Pending trades
•  Special miscellaneous account (SMA) balance calculated in conformity 
with Regulation T and the rules of self-regulatory organizations
2.41 The margin department advises other departments when they can 
or must complete their responsibilities, for example, when a security delivery 
or cash payment can or must be completed. Other records and information that 
may be maintained by the margin department are the following:
•  Standing customer instructions regarding the delivery of securities
•  The disposition of cash from the sale of securities
•  Standing customer instructions regarding the receipt of dividends and 
interest
•  Guarantees of customers’ accounts
2.42 The margin department maintains an account record for each cus­
tomer and, based on that information, authorizes the cashier’s department to 
make delivery on sales and payments on purchases. The margin department 
instructs the cashiering department to transfer and deliver securities to cus­
tomers who have paid in full and want possession of certificates.
2.43 The margin department computes the amount of money customers 
must deposit and when it must be deposited. The functions of the margin 
department relate not only to margin transactions but also to cash accounts 
and cash transactions. For transactions in cash accounts, the margin depart­
ment ensures that payment is received from the customers on purchases 
within the regulatory, specified time periods.
2.44 For margin and short-sale transactions, the margin department 
ensures that customers deposit sufficient collateral to meet federal and ex­
change regulations. The margin department tracks the market value of the 
collateral; if the value of the collateral falls below firm guidelines or exchange 
(maintenance) requirements, the customers are required to satisfy the defi­
ciencies. Due to the volatility in securities values, it is essential that up-to-date 
records be maintained so that the margin department is able to make informed 
decisions to limit the firm’s exposure to losses.
Proprietary
2.45 Dealer. Many broker-dealers attempt to profit from firm trading by 
selling securities at a higher price than what they paid for them. Firm trading 
activity can be broadly divided into dealer and positioning strategies.
2.46 With a dealer strategy, the broker-dealer attempts to balance buy 
and sell transactions with different customers or other broker-dealers and earn 
the difference between the price paid on the purchase (bid) and the price 
received on the sale (ask). If a broker-dealer cannot simultaneously execute a 
buy and corresponding sell, the firm is at risk to market volatility during the 
time between execution of the purchase and execution of the sale. Hedging 
strategies1 are often employed to minimize that risk.
1 P rov ided th e  re qu ire m en ts  o f FASB S ta te m en t No. 133, A ccoun ting  fo r  D e riva tive  In s tru m e n ts  
an d  H edg ing  A c tiv itie s , as am ended by  FASB S ta te m en t No. 137, A ccoun ting  fo r  D e riva tive  In s t ru ­
ments a n d  H edg ing  A c tiv it ie s — D e fe rra l o f  the E ffective D ate o f  FA S B  S ta tem ent No. 133, FASB 
S ta te m en t No. 138, A ccoun ting  fo r  C erta in  D e riva tive  In s tru m e n ts  an d  C e rta in  H edg ing  A c tiv itie s , 
and FASB S ta te m en t No. 149, A m endm ent o f  S tatem ent 133 on D e riva tive  In s tru m e n ts  a n d  H edg ing  
A c tiv itie s , are m et.
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2.47 Positioning strategies involve the broker-dealer’s buying and selling 
securities in anticipation of certain market movements and holding such 
positions for longer periods than with dealer strategies. Should a trader 
anticipate that a security’s price will rise, the trader may take a long position 
in that security; if a security is expected to decline in value, the trader may take 
a short position. Positioning strategies are riskier than dealer strategies 
because the security is held for a longer time. Should a trader incorrectly 
forecast the market, losses can be incurred.
2.48 T rader and Investor. Trading desks typically maintain trade date 
records based on trading strategies that may include different types of instru­
ments. Those records, if not integrated with the accounting department re­
cords, should be reconciled periodically to them.
2.49 In addition to marketable securities, broker-dealers may purchase 
securities for investment that are not readily marketable or whose sale is 
restricted by the purchase terms. Securities purchased for investment should 
be designated and recorded separately in the accounts of a broker-dealer to 
meet the requirements of the Internal Revenue Service (IRS), since they are 
purchased with the expectation of future capital gains. The broker-dealer’s 
records must clearly indicate by the close of the day on which an investment 
security is acquired (floor specialists currently have seven business days) that 
it is held for investment.
2.50 U nderw rite r. A broker-dealer participating in underwriting activi­
ties may act as managing underwriter, comanaging underwriter, or participat­
ing underwriter. The managing underwriter is responsible for organizing the 
other participating underwriters and the selling group. This function is often 
performed jointly by two or more firms as comanagers. A managing under­
writer, in addition to being a participating underwriter, typically negotiates 
the transaction with the issuer of the security and maintains the records of the 
underwriting group. A comanager takes part in the negotiations but does not 
maintain the records of the group.
2.51 Participating underwriters maintain records of each underwriting 
participation only to the extent they are involved. To spread the risk of an 
underwriting and facilitate its distribution, the underwriters may sell all or 
part of the securities directly to the public or to a selling group that in turn sells 
the securities to the public. If an issue is not fully sold, the liability is shared 
among the participating underwriters through either an undivided or divided 
arrangement. An undivided liability is an arrangement whereby each member 
of an underwriting syndicate is liable for its proportionate share of unsold 
securities in the underwriting account regardless of the number of securities it 
has previously sold. Under divided liability, the member’s liability for an 
underwriting is fixed or definite in amount. Selling groups are not underwrit­
ers and have no obligation to sell the securities allocated to them. Accordingly, 
they are entitled only to a selling concession.
2.52 The managing underwriter maintains the subscription records for 
the underwriting and receives from the participating underwriters and mem­
bers of the selling group reports of orders from their customers, so that it knows 
the status of the offering.
2.53 The managing underwriter maintains daily position listings of the 
entire issue and ascertains the status of securities subscribed to and whether 
they have been delivered to the participating underwriters. Expenses associ­
ated with each underwriting are accumulated in the general ledger in separate
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deferred expense accounts. That is known as running the books. When the 
underwriting is completed, the profit or loss on the underwriting is determined 
and distributed to the participating underwriters.
2.54 The difference between the price to the public and that to the issuer, 
the gross underwriting spread, represents the underwriters’ and selling 
group’s compensation for the risk and cost of selling the issue. The gross 
underwriting spread is generally apportioned between the underwriters and 
selling group and consists of a management fee, an underwriting fee, and a 
selling concession. The underwriters may be entitled to a management fee, an 
underwriting fee, or both.
2.55 The management fee is the fee paid to the manager or comanagers 
of the underwriting for services rendered in organizing the syndicate of under­
writers and maintaining the records for the distribution. The underwriting fee 
is paid to the underwriting participants as compensation for the risk assumed 
through their agreement to buy a specified portion of the issue. It is usually net 
of the expenses directly associated with the underwriting. The selling conces­
sion is the fee paid for selling the offering.
Clearance and Settlement
Overview
2.56 Most transactions on securities exchanges and in certain active 
unlisted securities are cleared and settled through clearing organizations that 
were established to simplify and expedite the settlement of transactions be­
tween member firms. Clearance is facilitated through continuous net settle­
ment (CNS) systems, which minimize paperwork and the movement of 
securities and money. This results in one net position in each security (either 
to deliver or to receive) between the broker-dealer and the clearing organiza­
tion. Clearing organizations prepare daily reports for members, showing the 
net security position (beginning balance less sales and plus purchases, plus 
receipts and less deliveries) by security and the net money balance that is due 
to or from the clearing organization.
2.57 After a trade has been executed, the purchase and sales department 
enters the trade into the bookkeeping system. Prior to the settlement date, the 
purchase and sales department determines the amount to be paid or received 
at settlement. The P&S department determines and maintains records sup­
porting its calculation of the following:
•  The contract money (including accrued interest on bonds and other 
fixed-income securities)
•  Commissions
•  Taxes
•  All other related money amounts
2.58 Accrued interest earned on fixed-income securities is computed from 
the last coupon payment date up to the settlement date. This amount is paid 
to the seller of the instrument by the purchaser, who then receives the full 
periodic interest amount on the next coupon payment date.
2.59 The P&S department maintains the records of floor brokerage fees 
that are due to other broker-dealers who execute orders on the firm’s behalf
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and brokerage fees due from other broker-dealers. Floor brokers employed by 
the firm may execute trades on behalf of other broker-dealers, for which the 
firm is paid a brokerage fee. Broker-dealers often engage floor brokers, who are 
responsible for executing securities transactions on the exchanges for the 
account of the broker-dealer. If the floor broker is employed by the broker- 
dealer, any costs associated with the floor broker’s employment are generally 
reported as employee compensation. Costs paid to independent or other firms’ 
floor brokers for trades on behalf of the firm are generally reported as floor 
brokerage expense.
Com parison
2.60 Comparison procedures performed by the P&S department vary 
depending on whether a trade is cleared through a clearing organization, 
through a clearing bank if it is a government security, or directly with another 
broker-dealer. After a trade is executed, the terms, conditions, and details of 
the transaction are compared with those of the clearing organization or other 
counterparty.
2.61 On the trade date, each member broker-dealer electronically trans­
mits a list of its day’s trades to a clearing organization, detailing the following 
for each trade:
•  The quantity of a security bought or sold
•  A description of the security
•  The contract price
•  The identification number of the contra broker-dealer
2.62 These data are sorted by a clearing organization’s computerized 
facility, such as that of the Securities Industry Automation Corporation 
(SIAC). To qualify for clearing through a clearing organization’s CNS system, 
a trade must be between two member broker-dealers and the security must be 
eligible. Eligible securities are fairly active issues that provide high liquidity. 
Unless both of these requirements are satisfied, the parties cannot use the 
clearing facilities’ CNS system and the trade must be settled directly in the 
trade-for-trade system or between the individual broker-dealers. Contract 
sheets itemizing the purchases and sales by broker-dealers are prepared for 
eligible securities cleared through the clearing organization. These contract 
sheets contain lists of compared and uncompared trades.
2.63 All trades are compared by the P&S department to verify that all 
terms and conditions agree before further processing. Compared trades are 
matched transactions in which the information received from both parties 
agrees. They require no further processing by the P&S department. Uncom­
pared trades contain differences between the information supplied by the 
contracting broker-dealers, such as discrepancies in prices, quantities, descrip­
tions of issues, or counterparties. All uncompared trades are resolved by the 
P&S department by the second day following the trade date, or they are settled 
directly between the broker-dealers (ex-clearing). Clearing-organization- 
cleared trades may be corrected by the broker-dealer at fault by advising the 
clearing organization to correct the discrepancy. Differences not settled in that 
way must be settled directly between broker-dealers.
2.64 For trades that are not processed through a clearing organization, 
the P&S department reviews a system-generated broker-to-broker compari­
son, which is sent to the counterparty for verification of all pertinent trade
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information. If the counterparty agrees with all details of the transaction, the 
comparison is signed and returned to the P&S department to evidence its 
acceptance. If the other broker-dealer disagrees with the details of the trans­
action, any corrections that must be made in the firm’s accounting records are 
recorded to enable proper settlement to occur.
Settlement
2.65 Active securities are those used by the broker-dealer to carry out its 
daily business and are most typically located in depositories, such as DTC, 
which maintain book entry systems. Active securities include the following:
•  Customers’ securities not yet paid for
•  Securities purchased by customers on margin that collateralize funds 
advanced by the broker-dealer against the purchase price
•  Securities owned by the broker-dealer
2.66 Any active securities maintained on the broker-dealer’s premises are 
referred to as being in  the box.
2.67 A clearing organization delivers securities by transferring securities 
on deposit at a depository such as DTC. The selling (delivering) broker-dealer 
or clearing organization delivers instructions electronically to the depository to 
transfer the securities by book entry rather than by physical movement. This 
is known as clearing  th rough book entry.
2.68 Money is paid or received daily by the broker-dealer so that the 
money balance in the account approximates the net market value of the open 
security positions. Included in the transmittal to the clearing organization are 
credit lists showing the total dollar amounts due from each of the purchasing 
broker-dealers.
2.69 The cashiering department is responsible for receipts and deliveries 
of securities and money and must reconcile daily the money balance due to or 
from the clearing organization or the depository with the firm’s records. After 
this is accomplished, a check or draft is used to facilitate net money settlement 
with the respective clearing organization.
2.70 Although most securities are held in book entry form, the procedures 
used in the handling of physical securities are described in the following 
paragraphs. Procedures performed relating to such settlement of transactions 
usually begin on the day prior to the settlement date with the receipt of blotters 
of trades scheduled to be settled the next business day. Accompanying the 
blotters are receive and deliver tickets for transactions to be settled directly 
with other broker-dealers and transactions to be settled through the clearing 
organization. Physical securities are delivered to the clearing organization 
with the delivery tickets attached on the settlement date.
2.71 Physical securities received from a selling broker-dealer must be 
counted, verified, matched with the receive ticket, and determined to be in 
negotiable form. If the delivery is good, a copy of the deliver ticket is authorized 
for payment and payment is made.
2.72 For deliveries to be made directly to other broker-dealers, blotters 
are examined and requests for the securities needed for delivery are made, 
usually on the business day before the settlement date. If the securities are not 
available after all receipts on the day before settlement, the needed security 
may be borrowed, in which case the stock loan department would be requested
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to borrow the securities from another broker-dealer. If the securities are on 
hand, the securities are removed from the box, checked for proper negotiability, 
and delivered to the purchasing broker-dealer. If the delivery matches the 
purchasing broker-dealer’s receive instructions, the selling broker-dealer re­
ceives payment.
2.73 Payment received by the selling broker-dealer is verified for propri­
ety and entered into the cash receipts records. If the purchasing broker-dealer’s 
instructions do not agree with the delivery attempted, the purchasing broker- 
dealer will DK (don’t know) the delivery, which means that the broker-dealer 
does not know the delivery. If the discrepancy is not corrected by the end of the 
day, the transaction represents a fail-to-receive for the purchasing broker- 
dealer and a fail-to-deliver for the selling broker-dealer.
2.74 Fails-to-Receive or Fa ils-to-D eliver. A fail-to-receive is a securities 
purchase from another broker-dealer not received from the selling broker- 
dealer by the close of business on the settlement date. It is recorded as a short 
position on the stock record with a corresponding liability for the contract 
amount on the general ledger.
2.75 A fail-to-deliver is a securities sale to another broker-dealer that has 
not been delivered to the buying broker-dealer by the close of business on the 
settlement date. It is recorded as a long position on the stock record, with a 
corresponding receivable for the contract amount on the general ledger.
2.76 Most broker-dealers have automatic fail systems, which generate 
pending files containing all unsettled securities after the trade date. As secu­
rities are settled, they are removed from the pending files. Any unsettled 
trades remaining on the day following the settlement date are transferred to 
fail files. Blotters of all open fails are forwarded to the cashiering department 
daily to be controlled and monitored.
2.77 Fails are forwarded for entry to the stock record (securities) and 
general ledger (money). Normally, an updated file of open fails is produced 
daily. When a fail is cleared (securities having been either received or delivered 
versus payment), the date of the clearance is noted and the fail position is 
cleared from the broker-dealer’s records. A fail position may require the 
broker-dealer to buy in (see the glossary) the security if the fail is outstanding 
longer than the time period specified by SEC rule 15c3-3.
2.78 Broker-dealers generally record fail-to-receive transactions sepa­
rately from fail-to-deliver transactions for each broker-dealer with whom they 
execute transactions. The cashiering department is responsible for resolving 
fails as quickly as possible because of the market risk exposure and financing 
implications involved. Broker-dealers continuously monitor their fail exposure 
by contract and by counterparty. A broker-dealer has exposure if the contract 
value exceeds the market value for a fail-to-deliver or if the contract value is 
less than the market value for a fail-to-receive. Broker-dealers mark their fail 
positions to market to determine their exposure and calculate any net capital 
charges pursuant to SEC rule 15c3-1. In addition to its market risk exposure, 
a broker-dealer is concerned with securities in its possession that it has failed 
to deliver because it must then finance its receivables by other means, such as 
bank loans.
2.79 Broker-dealers clearing transactions through correspondent brokers 
maintain fail-to-receive and fail-to-deliver records only for transactions that 
are self-cleared through U.S. correspondent broker-dealers. For transactions
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with foreign correspondent brokers, a broker-dealer is required to maintain fail 
records until notified by the foreign correspondent that the transaction has 
cleared.
2.80 Depositories. Depositories provide physical custody and transfer of 
certain securities, as well as the settlement of securities transactions between 
broker-dealers without the physical movement of securities. Securities held by 
depositories may be pledged to banks as collateral for loans without the 
physical transfer of the securities to the banks.
2.81 Each depository prepares daily reports for member broker-dealers, 
indicating activity by security, the money balance on deposit, and a statement 
of the balance of all security positions. Broker-dealers have the responsibility 
of indicating in their records whether the securities held at a depository are 
available for clearance and financing activities (that is, as collateral for bank 
loans) or should be reduced to possession or control as required by SEC rule 
15c3-3. The status of such securities may be indicated on a stock record or in 
separate records supporting the total stock record position shown for a depository.
Bookkeeping
2.82 The P&S department’s responsibilities include ensuring that trades 
are entered into the bookkeeping system correctly. If a trade is not properly 
recorded by the settlement date, the difference is posted to a suspense account 
until it is resolved (for example, a trade ticket not passed, a one-sided entry 
processed, or a bad account number used).
2.83 An entry is also made to a P&S suspense account when only one side 
of a principal-party buy or sell trade ticket is processed. The P&S suspense 
account item is resolved when the processing of the trade ticket is completed 
and reflected in the appropriate account. An operations suspense account 
records unidentified cash receipts and differences in trade billings or cash 
settlements of trade tickets.
2.84 Debit money balances and short security positions that cannot im­
mediately be identified and cleared are recorded in suspense accounts and 
reflect a potential exposure to the firm, and should not be netted against like 
credits and long positions that are also placed in suspense accounts. Any 
material balances in suspense accounts should be identified and resolved on a 
timely basis. This suspense account can subject a broker-dealer to off-balance- 
sheet risk if the error is resolved against the broker-dealer and the value of the 
security is also against the broker-dealer.
Specialized Clearance Activities 
M ortgage-Backed Securities
2.85 The books and records maintained by brokers and dealers in mortgage- 
backed securities (MBSs) are somewhat unique because of the requirements 
for recording receipts and payments of MBS principal and interest (P&I), 
maintaining records of both the original face value and amortized face value of 
MBSs, recording the allocation of mortgage pools to fulfill sales commitments, 
and maintaining records for trades for forward settlement where underlying 
pool numbers have yet to be announced (TBA) trades.
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2.86 MBSs or pass-through securities are created when mortgages are 
pooled together and sold. Payments of P&I on the underlying mortgages are 
passed through monthly to investors (less certain fees). In some instances, 
inefficient recordkeeping in registering the owner of an MBS with the paying 
agent has caused monthly payments of P&I to be forwarded to previous 
owners, forcing the current owner to submit claim letters to recoup missing 
P&I funds. The proper recordkeeping of P&I receivables and payables is 
essential to ensure accurate recording and collection.
2.87 Monthly payments for P&I are calculated using factors; the factor 
represents the percentages of each pool’s original face value still outstanding. 
With the increasing application of computer technology to MBSs, the P&I 
problems are being resolved. By interfacing with a principal paydown factor 
service, a broker-dealer can automatically calculate the monthly accruals for 
P&I receivables and payables. Broker-dealers can also efficiently track partial 
payments and nonpayments to ensure recovery of receivables.
2.88 Computerized access to factor tapes also allows the broker-dealer to 
maintain records of the amortized face value of MBSs more efficiently. The 
amortized face value of MBSs is necessary to allocate pools properly to fulfill 
sales commitments as well as to amortize properly the purchased premium or 
discount.
2.89 A significant amount of MBS trading occurs in TBAs. The broker- 
dealer must maintain accounting subledgers that reflect outstanding TBA buy 
and sell transactions. TBA transactions can be settled by receiving or deliver­
ing pools pursuant to the terms of the trade (within 2 percent of the trade 
amount), or by offsetting the trade through an offsetting TBA purchase or sale. 
In both cases, accurate subledgers are important to calculate properly the pools 
received or delivered pursuant to the TBA transactions.
Government Securities
2.90 Treasury issues (with the exception of registered securities) and 
many U.S. government agency securities are available in book entry form 
through the Federal Reserve’s book entry system. Only depository institutions 
(such as commercial banks, savings and loan associations, credit unions, and 
certain other depositories as defined in the Monetary Control Act of 1980) can 
maintain accounts on the system. A depository institution may have several 
accounts, including clearing safekeeping accounts and trust safekeeping ac­
counts. The book entry system electronically transfers government and agency 
securities between accounts based on instructions from its members.
2.91 Broker-dealers use members of the system to clear and settle trans­
actions, since they do not have direct access to the Federal Reserve’s commu­
nication system, the Fed wire. The broker-dealer gives instructions to its 
clearing bank (member of the Federal Reserve) for the transfer of funds and 
securities. Broker-dealers that have significant activity can make deliveries 
electronically through the Federal Reserve member bank by means of a remote 
access unit, which their clearing bank can supply.
2.92 All primary government securities dealers and some nonprimary 
government securities dealers are members of a clearing agency known as the 
Government Securities Clearing Corporation (GSCC), which is affiliated with 
the NSCC. Participating government securities dealers use this net settlement 
system for the clearance and settlement of government securities positions. 
This net settlement system will net down settlements (including interest) for
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delivery through the Federal Reserve System. The GSCC guarantees all trans­
actions that are already compared between participants. The settlement of 
transactions for government securities is done using federal funds. Govern­
ment securities normally settle regular way, one business day after the trade 
date. They can also settle for cash (same day as the trade date) or for any 
mutually agreed-on settlement date.
Repos and Reverse Repos
2.93 Repos and reverse repos are generally traded on a cash settlement basis 
(same day as the trade date). Executions for repo transactions are usually com­
pleted during the morning hours of a business day, to allow time for the adequate 
processing and clearing of trades. The paperwork and delivery of the securities and 
funds are accomplished during the afternoon. Most securities transfers and the 
delivery of funds are settled over the Fed wire. As noted previously, for government 
securities only members of the Federal Reserve have direct access to the Fed wire, 
so the broker-dealer must use its clearing bank for the transfer of funds and 
securities for repo transactions. Actual written purchase and sale confirmations 
are also delivered where applicable. Depending on the arrangement of the repo 
transaction, the repo collateral may be delivered (transferred) to the buyer, held 
in safekeeping in a segregated customer account by the seller, or delivered to the 
buyer’s custodial account at the seller’s clearing bank.
2.94 Additional securities transfers or delivery of funds may be necessary 
over the Fed wire depending on changes in the market value of the underlying 
collateral (mark-to-market). Market value changes can necessitate adjustment 
of the repo transaction, either by repricing or a margin call. In a repricing the 
change requires a delivery of funds, while a margin call requires a transfer of 
collateral.
Derivative Securities
2.95 FASB Statement No. 133, A ccounting fo r  D eriva tive  Instrum ents  
and H edging A ctiv itie s , as amended by FASB Statement No. 137, Accounting  
fo r  D eriva tive  Ins trum ents  and H edging A ctiv itie s—D eferra l o f the Effective  
Date o f FAS B Statem ent No. 133, FASB Statement No. 138, A ccounting fo r  
C erta in  D eriva tive  Ins trum ents  and  C erta in  H edging  A ctiv itie s , and FASB 
Statement No. 149, Am endm ent o f Statem ent 133 on D eriva tive  Instrum ents  
and H edging A ctiv itie s , establishes accounting and reporting standards for 
derivative instruments, including certain derivative instruments embedded in 
other contracts, and for hedging activities.2 Paragraph 6 of FASB Statement 
No. 133, as amended, states that a derivative instrument is a financial instru­
ment or other contract with all three of the following characteristics:
a. It has (1) one or more underlyings and (2) one or more notional 
amounts3 or payment provisions or both. Those terms determine the 
amount of the settlement or settlements, and, in some cases, whether 
or not a settlement is required. [footnote omitted]
b. It requires no initial net investment or an initial net investment that 
is smaller than would be required for other types of contracts that 
would be expected to have a similar response to changes in market 
factors.
2 Broker-dealers mark investments in trading securities and hedges to market. Auditors should 
be aware of this practice as they review the provisions of FASB Statem ent No. 133, as amended.
3 Sometimes other names are used. For example, the notional amount is called a face amount in 
some contracts.
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c. Its  terms require or perm it net settlement, i t  can readily be settled 
net by a means outside the contract, or i t  provides for delivery of an 
asset th a t puts the recipient in  a position not substantia lly different 
from  net settlement.
N otw ithstanding the above characteristics, loan commitments tha t relate to 
the origination of mortgage loans tha t w ill be held for sale, as discussed in  
paragraph 21 of FASB Statement No. 65, A c c o u n t in g  f o r  M o r tg a g e  B a n k in g  
A c t iv i t ie s  (as amended), shall be accounted for as derivative instruments by the 
issuer of the loan commitment (that is, the potential lender). Paragraph 10(i) 
of FASB Statement No. 133, as amended, provides a scope exception for the 
accounting for loan commitments by issuers of certain commitments to orig i­
nate loans and a ll holders o f commitments to originate loans (tha t is, the 
potential borrowers). When recognizing certain loan commitments registrants 
should also consider guidance provided in  the SEC S ta ff Accounting B u lle tin  
No. 105, L o a n  C o m m itm e n ts  A c c o u n te d  f o r  a s  D e r iv a t iv e  In s t r u m e n ts ,  which 
provides interpretive guidance and emphasizes certain disclosure require­
ments tha t may be relevant in  the context o f mortgage banking activities.
See the “Derivatives” section in  Chapter 7 o f th is guide for additional discussion 
of FASB Statement No. 133, as amended. Derivative products (such as interest 
rate and currency swaps, swaptions, caps, and floors) involve certain unique 
settlement procedures. The settlement of these products does not involve the 
delivery of physical or book entry securities, but ra ther involves only cash 
exchanges between counterparties based on interest rates and notional or 
contract accounts. Settlement procedures for interest rate swaps require the 
m onitoring and calculation o f the required interest payment for the floating 
rate cash flow and the calculation o f the fixed-rate interest payment for the 
fixed-rate cash flow. Once these amounts are determined on the interest 
payment date, the cash payments are then transm itted to the appropriate 
counterparty by the method specified in  the master swap agreement, such as 
w ire or check. Often, a broker-dealer w ill have more than one swap agreement 
w ith  a counterparty. I f  a master netting agreement is in  place, the counterparty 
may net the interest payments or receipts and one net cash payment w ill be 
made to or from the broker-dealer on the interest payment date. The floating 
rate cash flow of an interest rate swap must be continually updated as specified 
under the terms of the swap agreement, to enable the broker-dealer to calculate 
the interest payment or receipt from the contract and also to calculate unreal­
ized gain or loss on a contract.
2.96 Caps, floors, and swaptions are settled solely for cash and do not 
require the exchange of physical or book entry securities. For interest rate 
caps, up-front payments or premiums are paid to the w rite r in  exchange for the 
rig h t to receive the excess of a reference interest rate over a given rate. For 
interest rate floors, premiums are paid to the w rite r for the rig h t to receive the 
excess of a given rate over a reference interest rate. The underlying contract 
must be monitored continuously to determine whether the change in  the 
floating rate has triggered the cap or floor. Once triggered, the cash payments 
or receipts of the amounts in  excess o f the cap amount and the amounts below 
the floor amount must be calculated. Again, cash payments w ill be made in  
accordance w ith  the master swap agreement. On the interest payment date, 
cash payments or receipts may be netted for counterparties tha t have a master 
netting agreement.
2.97 Swaptions are options to enter in to  an interest rate swap at a fu ture  
date or to cancel an existing swap in  the future. Premiums are paid to the writers 
of swaptions. Upon exercise of the swaption, the same clearance procedures would
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apply for interest rate swaps or the swap would term inate w ith  no fu rthe r cash 
payment or receipt.
Commodity Futures and Options on Futures
2.98 The underlying commodities in  the commodity futures contracts 
currently traded include grains, soybeans, rice, potatoes, sugar, coffee, and 
other foodstuffs; cotton; meat products, such as live and feeder cattle, pork 
bellies and live hogs, and broilers (chickens); precious and other metals, 
including gold, silver, copper, palladium , and p latinum ; foreign currencies; and 
energy products such as crude oil, heating oil, and leaded and unleaded 
gasoline. Contracts in  financia l instruments such as U.S. treasury bills, bonds 
and notes, Government National Mortgage Association (GNMA) securities, 
bank certificates of deposits, and Eurodollars are traded by those who wish to 
speculate or hedge using various interest rate futures. More recently, stock 
index futures contracts have been introduced for hedging portfolios4 or for 
speculating against changes in  stock m arket prices. Most commodity futures 
contracts can be settled by tak ing  or m aking delivery of the actual underlying 
commodity. Futures on stock m arket indexes and certain other futures are 
settled in  cash. Exchange-traded options on futures contracts m ust be settled 
through the delivery of the related futures contract by book entry. Although a 
futures contract may be settled by delivery, v irtu a lly  a ll o f the commodity 
futures and option contracts are not settled by delivery, but ra ther w ith  an 
offsetting purchase or sale of the same futures or options contract.
2.99 C le a r in g  O r g a n iz a t io n  f o r  S e t t le m e n t  o f  C o m m o d i ty  F u tu r e s  a n d  
O p t io n  C o n t r a c ts .  A  clearing organization is a ffilia ted w ith  a commodity 
exchange to clear or match trades executed on tha t exchange. The clearing 
organization, which is composed o f clearing members, prepares daily settle­
ment reports for each member. The reports show details o f the trades cleared 
and the orig inal m argin on futures or premium deposits on options separately 
for customer and noncustomer trades. The open trades at the close of business 
each day are marked to m arket (trade price versus settlement price), resulting 
in  a net cash payment to or collection from each clearing member as a result of 
price changes (tha t is, gains or losses). The payable or receivable is settled by 
check, draft, or w ire transfer before the m arket opens on the next business day. 
In  addition, the clearing organization may call on the clearing member for 
additional orig inal margin. The m argin and option premiums deposited at the 
clearing organizations are kept under the control o f these clearing organiza­
tions as a guarantee against defaults.
2.100 S p e c ia l C o m m o d it ie s  R e c o rd s . The Commodity Futures Trading 
Commission (CFTC), which regulates activities in  futures and options on 
futures, requires fu ll, complete, and systematic records of a ll transactions 
re la ting  to the business. A t a m inim um , those records include the following:
•  M onthly computation o f m inim um  financia l requirements
•  D aily computation of funds segregated for customers trad ing on U.S. 
futures exchanges and reservation of funds for U.S. customers trad ing 
on non-U.S. futures exchanges
•  Records o f a ll charges and credits in  each customer’s account and a ll 
the following:
— Futures transactions executed for such accounts (including the 
date, price, quantity, market, commodity, and futures month)
4 P rov ided the  re qu ire m en ts  o f FASB S ta te m en t No. 133, as am ended, are m et.
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— Options on futures transactions executed for such accounts (in ­
cluding the date, an indication o f whether the transaction in ­
volved a pu t or call, the expiration date, the quantity , the 
underlying contract for fu ture  delivery or underlying physical 
strike price, and details o f the purchase price of the option, 
including premium, mark-up, commission, and fees).
•  Details o f securities and property received as margin
•  Confirmations to each customer o f futures and options transactions 
executed on the customer’s behalf
•  Purchase and sale statements to each customer for offsetting transactions
•  M onthly statements to customers, specifying open positions and trade 
prices, net unrealized profits or losses in  a ll open futures contracts, 
the m arket value of a ll open options on futures contracts, the ending 
ledger balance reflected in  the customer’s account, and details o f any 
securities and property deposited by the customer as margin
•  The customer name and address file  ind icating the principal occupa­
tion or business of the customer, signature cards, and risk  disclosure 
statements
•  Time-stamped order and execution tickets th a t include the account 
identification and order number
•  Details o f investments o f customer funds
•  A  trade register that is a record for each business day, detailing a ll futures 
transactions and options on futures transactions executed on th a t day
•  The m onthly point balance, which accrues, or brings to the official 
closing price or settlement price fixed by the clearing organization, a ll 
open contracts of customers as of the last business day of each month 
or o f any regular m onthly date selected (However, while CFTC regu­
lations only require a m onthly point balance, a firm  w ith  strong 
in terna l control would be perform ing th is balancing on a daily basis.)
2.101 A  contract position record is usually maintained on a daily basis 
and shows a balancing of futures contracts by customer and for the broker- 
dealer’s own account, offset by the position w ith  the carrying broker or w ith  the 
clearing organization. These positions are compared daily w ith  the clearing 
organization in  a procedure referred to as point balancing.
2.102 Broker-dealers should record an accrual for commission income for 
futures and options on futures transactions on a ha lf-tu rn  basis (see the 
glossary), although in  some instances the round-turn commissions (see the 
glossary) may be reflected in  the customer’s account upon entering in to  the 
transactions or on the date of the round turn .
Forward Transactions
2.103 Forward transactions (forwards) are defined as existing trade com­
m itments w ith  settlement dates subsequent to regular-way trades (see para­
graph 7.15). They may have a tim e d ifferentia l of up to one year or more, and 
are thus traded on a delayed delivery or forward basis. These transactions are 
norm ally recorded on memo records (such as a pending or when-issued file), 
which are confirmed on a regular basis s im ilar to other customer positions tha t 
have settled. The accounting for those forward transactions is to recognize the 
gain or loss on a current basis (tha t is, by va lu ing the ind iv idua l transaction on 
a current basis). See the “Derivatives” section in  Chapter 7 of th is Guide for a 
discussion of FASB Statement No. 133, as amended by FASB Statements No. 
137, No. 138, and No. 149. FASB Statement No. 133, as amended, establishes 
the accounting and reporting standards for derivative instruments and for 
hedging activities.
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Municipal Securities
2.104 The clearance and settlement process for m unicipal securities is 
very s im ila r to th a t for equities and corporate bonds. Most securities clear 
through the NSCC, and issues th a t are depository-eligible norm ally settle by 
book entry.
2.105 However, there are certain factors th a t make the municipal securi­
ties m arket unique. The most significant are the following:
•  M unicipal securities, other than new issues, settle trade for trade 
ra ther than CNS because the M unicipal Securities Rulemaking Board 
(MSRB) prohibits pa rtia l settlements.
•  MSRB rules lim it the buy-in period for aged fails-to-receive to ninety 
business days w ithout fu ll cooperation w ith  the contra party. I f  a 
buy-in has not been completed w ith in  th a t time, the contra broker- 
dealer cannot be held liable for any losses incurred. (This rule is currently 
being reevaluated by a Bond M arket Association subcommittee.)
•  Many municipal securities are not depository-eligible and, therefore, 
require physical settlements.
•  Because of the tax-exempt status of municipal securities, they are 
generally not sold short and are not actively loaned or borrowed.
International Securities
2.106 There are certain issues th a t are unique to non-U.S. securities tha t 
are traded in  foreign markets. Each foreign m arket should be examined 
separately because of the follow ing characteristics:
•  There are custody issues related to the receipt and delivery of securi­
ties corresponding to transactions, the collection and payment of 
dividends and interest, inform ation gathering, and processing w ith  
regard to corporate actions. Foreign custody agents m ust qualify under 
SEC rule 17f-4, governing the e lig ib ility  o f depositories.
•  Custody requirements vary by country. Settlement cycles, as w ell as 
holiday schedules, are usually different. Other than in  the United 
States, the exchange of shares for money seldom takes place sim ulta­
neously. In  some clearing environments, the actual delivery o f shares 
takes place more than twenty-four hours before payment. Therefore, 
counterparty risk  and the process for choosing counterparties are 
im portant factors.
•  The means o f settling transactions in  d ifferent countries can be dis­
sim ilar. Depending on the marketplace, book shares, physical shares 
(both registered and bearer), issuers’ receipts, or transfer agent re­
ceipts may be the norm for transfera l o f ownership.
•  Trading in  offshore markets may involve the use of corresponding 
foreign exchange (FX) transactions to convert into the local currency 
o f the foreign market. Such an FX transaction is another contract w ith  
its  own risks and liab ilities.
•  Each country has its  own unique rules re la ting  to certain exception- 
type transactions. The issues may be whether short sales are allowed 
in  the trad ing  environment, i f  a stock loan is a business in  th a t market, 
and what the regulatory issues re la ting to contract closeouts are.
•  Tax and regulatory issues w ith in  a foreign m arket are another of the 
considerations to review. Issues re la ting to the w ithhold ing of taxes, 
p rinc ipa l and income repa tria tion , and proper reg istra tions are 
im portan t w ith in  tha t market. The U.S. rules as they relate to a U.S. 
broker-dealer transacting business in  the in te rna tion a l m arketplace
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are also a variable th a t affects business. Aged foreign fails are treated 
d ifferently from domestic fa ils w ith  respect to net capital charges and 
buy-ins (see SEC rules 15c3-1 and 15c3-3).
•  C u ltu ra l differences, although not a quantita tive concept, can at times 
be a factor in  doing business internationally. Issues such as language 
barriers, differences in  work habits, and time-zone differences should 
be considered.
Options on Securities
2.107 The books and records required to be maintained by a general 
securities broker-dealer are also required of an options clearing firm  under 
SEC Rules 17a-3 and 17a-4. An order ticket is required for each option 
transaction and should contain a ll relevant information, including the type of 
account (customer, firm , or m arket maker), whether the transaction is a put or 
a call, whether i t  is a purchase or sale, the underlying trad ing un it, the exercise 
price, the expiration date, the prem ium per un it, and the purchasing and 
w ritin g  clearing members. In  addition, the clearing firm  should m aintain a 
separate purchase and sales b lotter and a separate position record for a ll 
option transactions for itse lf and its customers or m arket makers. See para­
graphs 2.13, 2.23, and 2.28 for discussions of amendments to Rules 17a-3 and 
17a-4.
2.108 Every clearing broker-dealer is required to furn ish the follow ing to 
its  customers:
•  Confirmations of each trade, showing whether i t  was a purchase or 
sale, the underlying trad ing un it, the exercise price, the expiration 
month, the number of option contracts, the premium, the commission, 
the trade date, and the settlement date.
•  M onthly statements, showing a ll purchases and sales during the 
month, including a ll commissions, taxes, interest charges and any 
other special charges, the ending m arket value of a ll long and short 
positions in  the account, and the general account equity.
2.109 Listed option trades settle on the next business day. Options Clear­
ing Corporation (OCC) member broker-dealers are required to reconcile a ll 
option money and positions on a daily basis. An OCC clearing broker-dealer 
can exercise a long options contract by notification to the OCC. Exercise notices 
are assigned by the OCC on a random basis to clearing member firm s and are 
effective the follow ing day. Each assigned clearing member firm  is required to 
allocate assignment notices to proprietary, customer, and market-maker short 
positions by using established set procedures. The allocation of assignment 
notices must be either on a random-selection or firs t-in , firs t-ou t basis.
2.110 The OCC issues a daily position report, which lis ts a ll option 
activ ity  and ending positions for a ll accounts carried by the OCC member 
broker-dealer and the net daily pay or collect amount due to or from the OCC. 
The OCC also issues a m argin report, which shows the OCC m argin require­
ment on the aggregate short option positions and exercised contracts for each 
account carried by the OCC member broker-dealer. Required m argin may be 
paid by cash, check, government securities, common stocks w ith  a m arket 
value as specified by the rules, or an irrevocable le tte r o f credit issued by an 
OCC-approved bank or trus t company.
2.111 A ll OCC member broker-dealers tha t clear market-maker accounts or 
floor broker accounts are required to issue an OCC-approved letter of guarantee 
and a le tte r o f authorization for floor brokers, and such letters are filed w ith  
the appropriate exchange. A  le tte r of guarantee provides tha t the issuing 
clearing member accepts financia l responsibility for a ll option m arket-m aker
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transactions guaranteed by the clearing broker-dealer. A  le tte r o f authoriza­
tion provides th a t the clearing broker-dealer accepts responsibility for the 
clearance of a ll option trades by the floor broker.
2.112 OCC member broker-dealers clearing market-m aker transactions 
are required to ha ircu t (see the glossary) the market-maker accounts as 
required by SEC rule 15c3-1(c)(2)(X). Because the carrying broker-dealer 
guarantees the market-m aker account to the OCC, the carrying broker-dealer 
is required to reduce its  own net capital by the amount tha t the m arket maker’s 
(c)(2)(X) ha ircut charges exceed the equity in  the account. In  addition, SEC rule 
15c3-1 requires th a t the sum of a ll market-maker (c)(2)(X) ha ircu t charges not 
exceed 1,000 percent o f the carrying broker-dealer’s net capital (the 1,000- 
percent test).
Reconciliation and Balancing
2.113 D aily cash receipts and disbursements are totaled on the journals 
or blotters, and the closing balance for each bank account is determined. A 
summary o f the postings is prepared showing the d is tribu tion  to the control 
accounts in  the general ledger. The summary is agreed w ith  the totals of the 
various source documents and w ith  related items in  the summaries prepared 
by the receive and deliver departments. In  addition to the settlement and cash 
jou rna l summaries, broker-dealers may prepare an overall summary of cash 
transactions processed by the cashier’s department. Norm ally, th is cash sum­
m ary sheet contains numerous descriptive categories and columns to which the 
cash movements are posted. Entries are compiled by summarizing working 
documents, including blotters, journals, drafts, and other receipt and disburse­
ment forms.
2.114 The securities record department is responsible for m onitoring and 
controlling the recording of a ll securities movements under the broker-dealer’s 
jurisd iction. The stock record department ensures tha t longs equal shorts for 
securities positions and is responsible for correcting a ll breaks in  the securities 
record, ju s t as the accounting department is responsible for ensuring tha t 
debits equal credits for money balances. Uncorrected breaks could cause 
serious losses to the firm , and accordingly, such items should be monitored, 
aged, and reported to management daily.
2.115 Securities differences may be caused by inaccurate recordkeeping 
on the part of a broker-dealer, by an out-of-balance condition in  the stock record 
(a stock record break), or by errors in  the receipt and delivery of securities. 
Such differences are norm ally disclosed through the automated daily balancing 
of the stock record, periodic counts of securities on hand, and examination or 
confirmation of items such as transfers and fails.
2.116 When a security difference is discovered, i t  should be recorded in  a 
security difference account (a suspense account) pending research concerning 
the reason for the difference. When the difference is resolved, entries are made 
clearing the difference position from  the stock record. I f  a short difference is 
not resolved, SEC rule 15c3-3 requires the broker-dealer to buy-in the short­
ages. Subject to legal in terpretation concerning ownership, the overages may 
be sold.
Custody
2.117 Customers’ fu lly  paid and excess-margin securities may be kept at 
a depository (see the follow ing section, “Possession or Control” ) or in  a vau lt on
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the broker-dealer’s premises. Securities belonging to customers are recorded 
on the broker-dealer’s records so tha t the real or beneficial owners (customers) 
can always be identified. The securities record often provides data concerning 
customer securities required to be held in  segregation or safekeeping, which 
may be shown on the same securities record by using an additional column or 
memo entry, thus e lim inating the need for a separate lis ting  or summary. 
Customers’ certificates may be registered in  the broker-dealer’s name (segre­
gation) so tha t the securities can be delivered quickly. A lternative ly, i f  a 
customer’s certificates are registered in  the customer’s own name (safekeep­
ing), they are nonnegotiable u n til a stock power is attached, endorsing a 
change in  the beneficial owner, which would then be signature-guaranteed by 
attachment of an appropriate medallion.
Possession or Control
2.118 Customers’ fu lly  paid or excess-margin securities must be reduced 
to the possession or control of the broker-dealer w ith in  the tim e frame specified 
in  SEC rule 15c3-3. Permissible control locations include box, segregation, 
safekeeping, DTC, or other approved depositories. Safekeeping securities are 
customers’ securities fu lly  paid for and held in  custody by the broker-dealer for 
the accounts of customers. Safekeeping securities are norm ally registered in  
the name of the customer. Segregated securities are securities tha t have been 
reduced to the possession or control o f the broker-dealer for the benefit of 
customers who have fu lly  paid for them, or securities o f margin customers in  
excess of m argin requirements. They are registered in  the name of the broker- 
dealer or its nominee.
2.119 Securities usually are transferred to and from possession or control 
on the basis of instructions prepared by the margin department. The instruc­
tions reflect the following:
•  The customer’s name
•  The quantity and description of the security
•  The date the instructions were prepared
•  The customer’s account number
2.120 The ownership of securities th a t must be reduced to possession or 
control is usually indicated by means o f additional columns or codes in  the 
securities record. Instructions for the segregation or release from segregation 
of securities are issued by the margin department, frequently through an 
automated system. These instructions are processed into the broker-dealer’s 
stock record, and to ta l customer segregation requirements are compared w ith  
the to ta l quantity  o f specific securities currently in  possession or control. This 
comparison generates a report to the cashier’s department indicating, by issue, 
the number of shares pending th a t must be placed in  segregation by the cashier 
or the number o f shares in  excess of requirements th a t may be removed from 
segregation by the cashier. The cashier’s department carries out the instruc­
tions generated by th is comparison, which is produced on a daily basis. This 
system (commonly known as bu lk segregation) does not relate certificates to 
specific customers; as an alternative, some firm s may use specific identification 
for determ ining the ir segregation requirements.
2.121 Securities pending safekeeping or segregation (securities desig­
nated to be placed in  safekeeping or segregation) may be fail-to-receive items, 
transfer items, out on loan to another broker, or collateral for bank loans. Rule 
15c3-3 lim its  the length o f tim e during which securities can remain in  those 
locations before the broker-dealer must take action to b ring the securities into 
possession and control.
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Securities Transfer
2.122 The transfer department is responsible for transfers of ownership, 
registration, and reissuance of securities in  d ifferent certificate denominations 
(usually to meet delivery requirements). Securities are generally registered in  
the name of the firm  unless the customer specifically requests th a t fu lly  paid 
securities be registered in  his or her name. I f  the securities are to be registered 
in  the customer’s name, the transfer instructions are issued by the m argin 
department.
2.123 The transfer or m argin department of a broker-dealer norm ally 
prepares securities-transfer instructions containing the following:
•  The name in  which new certificates are to be registered (and the 
account number and m ailing address i f  they are to be registered in  a 
customer’s name)
•  The number of shares or principal amount and description o f the 
securities
•  Instructions ind icating whether the new certificates are to be sent to 
the customer or held by the broker-dealer for the customer’s account
•  Certificate numbers of the securities being transferred
2.124 The instructions from the m argin department are recorded, and the 
security is designated as in  transfer on the stock record. The instructions are 
then kept in  an open transfer ticke t file, which constitutes the supporting 
detail for the stock record transfer position. A  copy of the instructions is sent 
to the transfer agent w ith  the securities to be transferred.
2.125 The transfer department sends registered securities to transfer 
agents to be reregistered in  the new owners’ names. Transfer agents (often 
banks) m ainta in  the company’s lis t of owners. The certificates must be en­
dorsed by the registered holder and authorized by a power of attorney. Rereg­
istra tion  may be made in  the name of the beneficial owners or a nominee. 
Registration of certificates has been curtailed through the use o f depositories.
2.126 Securities received from transfer are matched against the open 
transfer instructions, and the completed instructions are used as the basis for 
removing the open transfer position from the stock record. I f  the certificates 
are returned, the transfer department records them and returns them to the 
vau lt or sends them to the cashier’s department for delivery. Those instruc­
tions rem aining in  the transfer department provide the supporting detail for 
the transfer positions on the stock record.
2.127 The transfer and reorganization departments m ainta in  an aging o f 
open transfer and reorganization items, because any item  in  excess of fo rty  
calendar days for which a confirmation has not been received from the transfer 
agent must be reported in  the broker-dealer’s regulatory m onthly net capital 
and weekly reserve computations.
Dividends, Interest, and Reorganization 
Dividends and Interest
2.128 The dividend department records d istributions receivable on secu­
rities  (such as cash dividends, stock dividends, rights, splits, and interest on 
debt instruments) o f customers and the broker-dealer. Key dates are the 
following:
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•  T h e  d e c la r a t io n  d a te . The date th a t a corporation announces the 
dividend
•  T h e  r e c o rd  d a te . The date th a t determines who w ill be paid (Stock­
holders and bondholders who are registered owners on the record date 
w ill be paid the d istribution.)
•  T h e  p a y a b le  d a te .  The date of the dividend and interest payment
•  T h e  e x - d iv id e n d  d a te  (or e x -d a te ) . The date tha t the m arket price of 
the security is reduced to reflect the amount of the dividend (tha t is, 
securities traded on th a t date do not include rights to the upcoming 
dividend payment)
2.129 The principal exchange on which a security is listed sets the ex-date 
for listed stocks; the NASD sets the date for those securities traded in  the OTC 
market. The ex-date is generally two business days before the record date for 
cash dividends.
2.130 On the dividend or interest record date, the dividend department 
obtains listings th a t show the record date holders and locations o f each secu­
rity . The record w ill indicate how the securities are registered (tha t is, in  the 
name of the broker-dealer or in  the name of another broker-dealer or ind iv idua l 
from whom the dividend or interest must be claimed).
2.131 To reduce the number of claims, the dividend department usually 
notifies the cashier’s department daily o f securities w ith  approaching record 
dates. The cashier’s department checks for securities on hand th a t are regis­
tered in  a name other than the broker-dealer’s own name, and w ill attem pt to 
deliver such securities to the transfer agent so tha t the registration may be 
transferred to the broker-dealer’s name as of the record date. Broker-dealers 
usually use inform ation provided electronically by dividend-reporting services 
to identify  inform ation regarding dividend dates.
2.132 For each cash dividend or interest payment, the dividend depart­
ment prepares a memo proof to ascertain the to ta l receipts and disbursements 
th a t w ill be processed in  comparison w ith  the to ta l long and short positions for 
a particu la r security. The dividend department determines which customers’ 
or firm  inventory accounts should be credited or debited on the payable date 
for the dividend or interest versus the receivable or payable account. D iffe r­
ences between the amounts received and the receivable amounts must be 
investigated by the dividend department.
2.133 For each stock dividend d istribution, the dividend department 
performs procedures s im ilar to those for cash dividends. Long and short entries 
to customer and firm  accounts are made on the payable date and are offset by 
entries to stock dividend accounts; the stock dividend accounts are flattened 
after the actual securities have been received.
2.134 The dividend department m aintains a record of securities tha t the 
broker-dealer fa ils to receive or deliver on the record date. Securities received 
or delivered against fails tha t were open on the record date and tha t are in  the 
name of the delivering broker should be accompanied by due bills. A  due b ill is 
an official authorization allow ing the purchasing broker-dealer to make a legal 
claim on the selling broker-dealer for a fu ture  d is tribu tion  to which i t  is 
entitled. For cash dividends or interest payments, th is typ ically takes the form 
of a postdated check. I t  is usually the responsibility of the dividend department 
to collect or authorize payments for transactions of th is nature. Broker-dealers 
should m ainta in  records for each security by ind iv idua l declaration date and 
should not net dividends or interest either by security or between dates.
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2.135 Amounts received th a t have not been paid or credited because 
proper account identification cannot be made are considered to be unclaimed 
dividends and interest (suspense items) and are normally paid only on receipt 
o f va lid  claims. Balances remaining in  dividends or interest payable accounts 
may be subject to abandoned property (escheat) laws. Aged dividend or interest 
receivables should be readily identifiable so tha t appropriate net capital charges 
can be computed in  accordance w ith  SEC rule 15c3-1 and th a t appropriate 
reserve computation treatm ent can be applied pursuant to SEC rule 15c3-3.
Reorganization
2.136 Reorganization transactions result i f  an en tity  undergoes a change 
in  its  ownership or structure affecting its outstanding securities. A  common 
example o f a reorganization transaction is a tender offer on the part o f a th ird  
party to purchase a company’s shares.
2.137 Reorganization transactions may be e ither vo luntary offers or man­
datory exchanges. Vo luntary offers are processed i f  the broker-dealer is so 
instructed by customers who have the option to accept or reject a tender; 
subscribe to an issuance; exercise options, rights, or warrants; or convert 
convertibles shares.
2.138 Mandatory exchanges are generally processed for customers on the 
effective date. They include mergers, splits and reverse splits, subscriptions, 
consolidations, acquisitions, exchanges of convertible securities into common 
stocks, and certain called securities.
2.139 The reorganization department is responsible for processing secu­
rities  involving corporate reorganizations. The responsibilities include—
•  Executing corporate calls for redemption of issues in  the custody o f the 
brokerage firm .
•  Converting securities into common stock on request of the ir underly­
ing owner.
•  Exchanging one class of security for another class of the same issuer, 
pursuant to a reorganization of the corporation.
•  Exchanging one company’s securities for another company’s securities 
or money, pursuant to a merger or acquisition.
•  Subscribing for new shares in  a company, pursuant to a rights offering.
•  T ransm itting  securities to an intended purchaser under terms of a 
tender offer on specific w ritten  instructions from its  beneficial owner.
•  A llocating results to customer accounts on partia l tenders.
2.140 R e c o rd in g  C u s to m e r  o r  P r o p r ie ta r y  R e o rg a n iz a t io n  T ra n s a c t io n s . On 
the effective date o f the reorganization, the orig inal security is removed from 
the customer or proprietary trad ing  account and set up as a long position in  the 
reorganization account. The new security (or cash, in  the case of a cash tender) 
is set up long (credited) in  the customer or proprietary trad ing  account and 
short (debited) to the reorganization account. When the securities or cash are 
received from the reorganization agent, the reorganization account is flattened.
Collateralized Financing 
Stock Loan and Stock Borrow
2.141 Securities not available to be delivered on the settlement date may 
be borrowed. A  stock borrow occurs when a broker-dealer needs a security to
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deliver against a settling transaction, such as a short sale. A short sale is the 
sale of a security not owned by the firm  or a customer. Short sales are often 
made in  anticipation of a m arket decline or as part of a trad ing or hedging 
strategy.5 In  addition, a broker-dealer may be involved in  a finder’s business, 
whereby securities are borrowed to relend to another broker-dealer, thus 
allowing the broker-dealer to earn a spread on the transaction.
2.142 In  general, broker-dealers borrow securities to deliver them to 
another broker-dealer or to a customer. Should the cashiering department 
need to borrow securities, i t  instructs the stock loan department to borrow 
them. The borrowing broker-dealer is required to deposit cash or other collat­
eral, which may be in  the form  o f securities issued or guaranteed by the United 
States or its agencies, certain certificates of deposit or bankers’ acceptances, or 
irrevocable letters o f credit. When the borrowing broker-dealer deposits cash, 
i t  receives an interest-like rebate on the amount th a t was exchanged for the 
securities. This rebate is negotiated, w ith  the rate usually established by the 
lender and agreed to by the borrower. Should a security be d ifficu lt to obtain, 
a lower rebate would be acceptable. The borrowing broker-dealer records the 
transaction as a long on the stock record and as an asset in  the general ledger 
(receivable from the lending broker). The lending broker records a short 
position on the stock record and a lia b ility  in  the general ledger. FASB 
Statement No. 140, A c c o u n t in g  f o r  T r a n s fe r s  a n d  S e r v ic in g  o f  F in a n c ia l  A s s e ts  
a n d  E x t in g u is h m e n ts  o f  L i a b i l i t i e s ,  provides specific crite ria  for determ ining 
whether a securities lending transaction is to be accounted for as a sale or as a 
secured borrowing (see Chapter 7, “Accounting Standards” for a discussion of 
secured borrowing) and provides an illu s tra tion  of the la tte r.6
2.143 For each security borrow or loan position, inform ation may be 
prepared and retained in  the cashiering department, to be used as the basis for 
an out-of-loaned or out-of-borrowed entry and also in  the comparison of ca­
shiering department records w ith  the stock record and general ledger for 
control purposes. The cashiering department records contain such details of 
securities borrowed and loaned transactions as the following:
•  Date
•  Description of the security
•  Q uantity
•  Total amount of the deposit made (securities borrowed) or received 
(securities loaned)
•  Party from whom the securities have been borrowed or to whom they 
have been loaned
2.144 As w ith  fail-to-receive and fail-to-deliver items, those records provide 
the supporting details for the stock record borrow and loan security positions, as 
well as for the general ledger money control o f amounts due to and due from others. 
I t  is general practice for broker-dealers to adjust daily the contract value of the 
securities borrowed and loaned to market value (mark to market).
Bank Loan Financing
2.145 The day-to-day financing needs o f a broker-dealer are provided by 
the treasurer’s department, which may negotiate short-term  loans from banks 
or other parties.
5 P rov ided th e  re qu ire m en ts  o f FASB S ta te m en t No. 133, as am ended, are m et.
6 FASB S ta te m en t No. 140, A c c o u n tin g  fo r  T ra n s fe rs  a n d  S e rv ic in g  o f  F in a n c ia l A sse ts a n d  
E x tin g u is h m e n ts  o f  L ia b i l i t ie s , am ong o th e r m a tte rs , p rovides gu idance fo r recogn itio n  and rec lass i­
fic a tio n  o f co lla te ra l and fo r d isclosures re la tin g  to  s e cu ritiza tio n  tra nsac tio ns  and co lla te ra l.
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2.146 A  separate record is generally m aintained for each such loan, 
usually indicating the following:
•  The bank’s name
•  The type of loan (tha t is, firm , customer, or noncustomer, depending 
on the collateral pledged)
•  The loan amount
•  The interest rate
•  The quantity, description, and m arket value of securities used as 
collateral for the loan
2.147 A  separate file  for securities used as collateral may be maintained 
in  certain systems. The loan records are the supporting details of the general 
ledger and of the security positions shown on the stock record as bank loan 
collateral.
2.148 From the reports ind icating tha t the collateral loan securities are 
being recalled from the bank or additional securities are being sent to the bank, 
either in  substitution for securities recalled or as additional collateral, entries 
are prepared and entered on the stock record. Separate accounts are generally 
m aintained in  the general ledger for each loan, w ith  separate positions m ain­
tained in  the stock record for the securities collateralizing each loan. Broker- 
dealers are required to differentiate th e ir bank loans as either “firm , customer” 
or “nonfirm , noncustomer” as provided for in  SEC rules 8c-1 and 15c2-1. This 
d istinction is also required in  determ ining collateral requirements pursuant to 
federal regulations and determ ining amounts to report in  the reserve form ula 
as required by SEC rule 15c3-3. Securities used to collateralize bank loans of 
customers cannot be fu lly  paid-for or excess-margin securities, because such 
securities are required to be segregated by the broker-dealer.
Reverse Repos and Repos
2.149 Reverse repos or resales are s im ilar to securities-borrowed transac­
tions except tha t reverse repos are generally executed w ith  government and 
government-agency securities. Securities are usually borrowed to make deliv­
eries on short sales, whereas reverse repos are frequently related to invest­
ment activities as well as meeting delivery requirements.7
2.150 In  a reverse repo transaction, a broker-dealer receives securities for 
a stated price from another party and agrees to sell them to the same party at 
a la te r date (a )  at the same price plus interest at a stated rate or (b ) a t a higher 
price. The higher price reflects the interest earned on the contract price for the 
number of days tha t the contract is outstanding.
2.151 The party entering in to  a reverse repo does not own the securities. 
Accordingly, the reverse repo is treated as a collateralized receivable rather 
than as an inventory position. The party selling the securities w ith  the com­
m itm ent to repurchase m aintains most incidences of ownership.
2.152 In  a repo, a broker-dealer sells securities at a stated price to 
another broker or a customer and agrees to repurchase an identical security at 
a la te r date at the same price plus interest at a stated rate, or at a higher price, 
which reflects the interest on the principal amount borrowed.
7 Reverse repurchase agreem ents discussed in  th is  A u d it and A ccoun ting  G uide are u s u a lly  
re fe rred  to  as re p u rch a se  ag re e m e n ts  by th e  in ve s tm e n t com pany and b a n k in g  in d u s trie s .
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2.153 The rights o f parties involved in  a repo or reverse repo transaction 
depend on the particu la r terms and conditions o f the transactions th a t are 
documented in  a w ritten  agreement or transaction confirmation. Most firm s 
use a standard agreement developed by the Bond M arket Association.8 The 
documentation diminishes uncertainties for such transactions. W ritten  agree­
ments should describe the transaction, the terms and conditions of the con­
tract, and the rights of the parties, including the following:
•  The names of the parties
•  The quantity  and a description of the securities
•  Interest, or the form ula for determ ining interest to be paid or received
•  The date and terms of delivery or receipt
•  Provisions for m arking to m arket
•  The terms of loan or the conditions for re tu rn  or recall
•  The capacity o f the parties as principal or agent
•  The r ig h t and ab ility  of the purchaser of the securities to substitute 
like  securities for repurchase on the repurchase date
•  A  description of events of default th a t would perm it the purchaser or 
seller to liquidate or purchase the underlying securities
•  A  description o f the rights of any trustee or custodian who may hold 
the underlying securities during the life  o f the agreement
•  A  description of the party who is to have tit le  to the underlying 
securities during the term  of the agreement
•  T im ely correction of m ark-to-m arket deficiencies or excesses and a 
description o f the method of computing m ark-to-m arket requirements
•  The rig h t o f offset
2.154 The accounting records should include details o f a ll securities in  
repo and reverse repo transactions showing the following:
•  Amount o f the contract
•  Dates of delivery or receipt
•  Identification of counterparties
•  Dates and amounts of m ark to m arket and dates the securities are to 
be recalled or returned
Regulatory
2.155 The general presumption of SEC rule 17a-3 is th a t the financial 
accounting records must have accounting in tegrity , must be balanced, must 
have an appropriate aud it tra il, and m ust be posted currently. The rule does 
not specify the medium or even form at of the records. Instead, i t  simply 
specifies the generic records to be made and requires th a t they be kept current. 
This generally means th a t financia l and regulatory computations can be made 
prom ptly using those records.
2.156 SEC rule 17a-4 prescribes the period of time tha t the books and 
records, as well as certain additional records, must be maintained by the 
broker-dealer under SEC rule 17a-3. The rule applies to those records m ain­
tained in  connection w ith  a broker-dealer’s business, not only those required by 
SEC rule 17a-3. For example, record retention requirements for correspondence,
8 The B ond M a rk e t A ssocia tion  was fo rm e rly  th e  P ub lic  S ecurities A ssociation .
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canceled checks, memorandums, and other records of the broker-dealer’s busi­
ness are included under the rule.
2.157 The records of a broker-dealer are generally required to be m ain­
tained for two years in  a readily accessible place at the broker-dealer’s p rinc i­
pal place of business. Thereafter, the length of time the broker-dealer is 
required to m aintain  the records varies. Basic accounting records must be kept 
for six years. Records re la ting to the terms and conditions of opening and 
m aintain ing an account must be kept at least six years after closing the 
account. Other records (such as corporate charters, partnership agreements, 
m inute books, and stock certificate books) must be kept for the life  of the 
broker-dealer. Certain states and other authorities may have additional re­
quirements for keeping books and records.
2.158 SEC rule 17a-4 perm its the broker-dealer to u tilize  m icrofilm  or 
microfiche to preserve the firm ’s records. Other means such as electronic files 
(for example, image processing) have been approved by the SEC as an a lterna­
tive method of preserving a firm ’s records provided certain crite ria  are met. I f  
records are kept on such media, two copies must be made and kept in  separate 
places to protect against loss. Should an outside service bureau or other fac ility  
be used by the broker-dealer to prepare the records, the broker-dealer and the 
fac ility  m ust have an agreement th a t the fa c ility ’s records are available to the 
SEC and self-regulatory organizations.
2.159 A  broker-dealer operating as a sole proprietor must m aintain re­
cords of a ll assets and liab ilities  of the proprietor th a t are not related to the 
broker-dealer’s operation. Such records are necessary for determ ining whether 
the broker-dealer has complied w ith  the net capital ru le ’s (rule 15c3-1) require­
ment tha t the excess of personal liab ilities  over assets not used in  the business 
be treated as a deduction when computing net capital.
2.160 SEC rule 17a-11 under the Securities Exchange Act requires bro­
ker-dealers to notify the SEC and the ir designated examining au thority  i f  
certain d ifficulties are experienced. The rule also requires notification i f  cer­
ta in  m in im um  net capital requirements are not met. W ith  regard to the books 
and records, the rule requires a broker-dealer th a t has failed to keep its  books 
and records current as specified under SEC rule 17a-3 to give telegraphic 
notice of th is fact immediately, to specify the books and records tha t have not 
been made and kept current, and to file  a report, w ith in  forty-e ight hours of the 
notification, stating the steps taken to correct the situation.
2.161 SEC rule 17a-13 under the Securities Exchange Act requires quar­
te rly  securities examinations (including physical securities counts, verifica­
tions, and comparisons w ith  the records of the firm ) and the recording of 
differences, as w ell as appropriate documentation of such procedures.
2.162 The broker-dealer is also required to be in  compliance w ith  the net 
capital rule at a ll times. A t least monthly, a broker-dealer is required to 
prepare and m aintain a record of the proof of money balances for a ll ledger 
accounts in  the form  of tr ia l balances and a record of the computation of 
aggregate indebtedness (unless the alternative capital computation, which 
uses aggregate debit items from rule 15c3-3, is being elected) and net capital 
under rule 15c3-1, as of the same date. In  addition, rule 15c3-3 requires tha t 
records be m aintained of the periodic (weekly or monthly) calculations of 
aggregate debit and credit items and the deposits required in  the special 
reserve bank account for the exclusive benefit o f customers and th a t compli­
ance w ith  the requirements for m aintain ing physical possession or control of 
fu lly  paid and excess-margin securities of customers be documented.
AAG-BRD 2.162
5 4 B roke rs  and D ea le rs in  S ecurities
Tax Information Reporting
2.163 A  broker-dealer is required to file  inform ation notices w ith  the IRS 
for certain customer transactions and to also send such notices to the customer. 
Examples of the more common notices and of the inform ation they provide 
include the following:
•  1 0 9 9 -B  ( B r o k e r  T r a n s a c t io n s ) .  The gross proceeds from the sales of 
customer transactions conducted by the broker-dealer during the year
•  1 0 9 9 - I N T  ( I n te r e s t ) . The amount of interest received by the customer 
from securities held by the broker-dealer during the year
•  1 0 9 9 -D T V  ( D iv id e n d s ) .  The amount of dividends received by the cus­
tomer from equity securities held by the broker-dealer during the year
•  109 9 -O ID  ( O r ig in a l  Is s u e  D is c o u n ts ) . The amount of interest accreted 
on o rig in a l issue discount securities (and any in te res t received on 
o rig in a l issue discount securities) held by the broker-dealer during  
the year
•  1 0 9 9 -R  ( R e t i r e m e n t  F u n d s ) .  The amounts w ithdraw n during the year 
from  an ind iv idua l retirem ent account (IRA) or a pension account tha t 
is held at the broker-dealer’s firm  (The broker-dealer must also pro­
vide other inform ation about IRA arrangements on form 5498.)
•  1 0 9 9 - M I S C  (M is c e lla n e o u s ) .  The amount o f dividends earned by the 
customer but not received because the security was placed by the 
broker-dealer in  a stock loan at the customer’s request
2.164 The IRS generally matches inform ation notices filed by the broker- 
dealer to its  database to determ ine w hether the payee’s name and taxpayer 
iden tifica tion  num ber (T IN ) correspond to its  records. I f  there is a m is­
match, the IRS notifies the broker-dealer (payor) o f th is  fact. The payor is 
then required to send a le tte r to the payee in fo rm ing  h im  or her o f the 
m ism atch and request a Form  W-9 w ith in  th ir ty  calendar days o f the date 
o f the no tifica tion  from  the IRS. I f  the payee does not re tu rn  th is  W-9, a ll 
fu tu re  reportable payments m ust be subjected to backup w ithho ld ing . I f  a 
payor does not w ithho ld  when required to do so, the payor becomes respon­
sible fo r the tax.
2.165 The IRS has a 2:3 rule, which provides th a t a payor receiving two 
notices in  any three-year period reflecting tha t a payee has provided an 
incorrect T IN  must begin backup w ithhold ing and must continue to do backup 
w ithhold ing u n til notified by e ither the IRS or the Social Security Adm in istra ­
tion to stop. Once again, fa ilu re  to w ithhold when required to do so w ill result 
in  the payor being held responsible for the tax.
2.166 The IRS requires broker-dealers to file  Form 4879, C u r r e n c y  T r a n s ­
a c t io n  R e p o r t ,  for customer deposits, w ithdrawals, exchanges of currency, or 
other payments or transfers by, through, or to the broker-dealer i f  they involve 
a transaction in  currency of more than $10,000.
Illustrative Stock Record Entries
2.167 A ll stock record entries are recorded on a security-by-security basis 
on the settlement date. Trade date inform ation is m aintained on other files of 
the broker-dealer. A lthough not common, some firm s m aintain  the ir stock 
record on a trade date basis.
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1. Customer A  buys one hundred shares of ABC at $20.00 per share. Note tha t 
the E n try  assumes the securities are not received on the settlement date.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—Customer A  100 Dr. Customer A  2,000
Short—Fail to Receive 100 Cr. Fa il to Receive 2,000
2. Customer A  pays $2,000 for the securities.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
No entry needed Dr. Cash 2,000
Cr. Customer A  2,000
3. Because the one hundred shares of ABC have not been received, the firm  
borrows one hundred shares o f ABC.
S to c k  R e c o rd  (Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—Stock Borrow 100 Dr. Stock Borrow 2,000
Short—DTC 100 Cr. Cash 2,000
4. The security failed to receive is now received at the DTC.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—Fail-to-Receive 100 Dr. Fail-to-Receive 2,000
Short—DTC 100 Cr. Cash 2,000
5. Instead of being returned, the stock borrow was loaned.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—DTC 100 Dr. Cash 2,000
Short— Stock Loan 100 Cr. Stock Loan 2,000
6. Customer B sold two hundred shares of DEF at $30.00 per share. Note tha t 
the entry assumes the securities were in  transfer and therefore not delivered 
on the settlement date.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—Fail-to-Deliver 200 Dr. Fail-to-Deliver 6,000
Short— Customer B 200 Cr. Customer B 6,000
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7. DEF was delivered through DTC.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
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Long—DTC 200 Dr. Cash 6,000
Short—Fail to Deliver 200 Cr. Fa il to Deliver 6,000
8. The stock record is balanced against DTC, and i t  was noted th a t the firm  
shows two hundred more shares of DEF than does the DTC statement.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—DTC 200 No entry needed
Short—Suspense 200
9. In  addition, the firm ’s reconciliation showed tha t DTC sent the firm  a check
for $3,500 when the firm ’s records showed a receivable o f $5,000.
S to c k  R e c o rd  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
No entry needed Dr. Cash 3,500
Dr. Suspense DTC 1,500
Cr. Receivable from DTC 5,000
10. The firm  decides to buy five thousand shares of G H I at $2.00 a share for 
its  inventory.
_____ S to c k  R e c o rd _____  ( Q u a n t i t y )  G e n e ra l L e d g e r  ($ )
Long—F irm  Inventory 5,000 Dr. F irm  Inventory 10,000
Short—Box or DTC 5,000 Cr. Cash or DTC 10,000
11. The firm  decides to repo treasury b ills  held at DTC w ith  a face value o f $10 
m illion . Note tha t the entry assumes delivery o f the security and th a t the 
m arket value of the securities is the same as the face amount.
S to c k  R e c o rd
Long—DTC 
Short—REPO
( Q u a n t i t y )
1 0 ,0 0 0 , 0 0 0  
10 ,000,000
G e n e ra l L e d g e r
Dr. Cash 
Cr. Securities Sold 
under agreements 
to repurchase
10 ,000,000  
1 0 ,0 0 0 , 0 0 0
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Chapter 3 
Regulatory Considerations
3.01 The aud it and reporting requirements for securities broker-dealers 
are regulated by Rule 17a-5 under the Securities Exchange Act o f 1934 (the 
Exchange Act). Such requirements for broker-dealers tha t are also commodi­
ties brokers, known as futures commission merchants (FCMs), are regulated 
by Regulation 1.16 of the Commodity Exchange Act, while the requirements 
for registered broker-dealers in  U.S. government securities are regulated by 
section 405.2 of the regulations pursuant to section 15C of the Exchange Act. 
Those rules are listed at the end of th is chapter. Before undertaking the audit 
o f a broker-dealer in  securities, the auditor should read the applicable rules 
and have an understanding of the prescribed scope of the aud it and the related 
reporting requirements.
Applicable Rules
3.02 The Securities and Exchange Commission’s (SEC’s) rules require the 
auditor to be designated by the broker-dealer, in  w riting , to the SEC and to the 
examining authority, such as the National Association o f Securities (NASD) or 
a securities exchange, of which the broker-dealer is a member. The prim ary 
rules under the Exchange Act th a t are applicable to the audits of broker-deal­
ers in  securities are as follows:1
•  Rules 8c-1 and 15c2-1, “Hypothecation of Customers’ Securities”
•  Rule 15a-6, “Exemption of Certain Foreign Brokers or Dealers”
•  Rule 15c3-1, “Net Capital Requirements for Brokers or Dealers”
•  Rule 15c3-3, “Customer Protection: Reserves and Custody of Securities”
•  Rule 17a-3, “Records to Be Made by Certain Exchange Members, 
Brokers, and Dealers”
•  Rule 17a-4, “Records to Be Preserved by Certain Exchange Members, 
Brokers, and Dealers”
•  Rule 17a-5, “Reports to Be Made by Certain Brokers and Dealers”
•  Rule 17a-11, “Supplemental Current Financial and Operational Reports 
to Be Made by Certain Exchange Members, Brokers, and Dealers”
•  Rule 17a-13, “Q uarterly Security Counts to Be Made by Certain 
Exchange Members, Brokers, and Dealers”
•  Rules 17h-1T and 17h-2T, “F ina l Temporary Risk Assessment Rules”
•  Federal Reserve Regulation T (Regulation T) of the Board of Governors 
of the Federal Reserve System
•  Commodity Futures Trading Commission (CFTC) Regulations 1.20-
1.30 and 30.7, “Segregation of Customers’ Funds and Foreign Futures” 
and “Foreign Options Customers’ Secured Am ount”
3.03 A  general fa m ilia rity  w ith  the rules of the various exchanges, the 
Treasury Department and the CFTC i f  the broker-dealer is a government 
securities dealer or an FCM, and the NASD w ill be helpful to the auditor in  
understanding the relationships among the rules.
1 P aragraphs 3.125 and 3.126 o f th is  G uide prov ide  a d d itio n a l d iscussion o f ru le s  adopted un de r 
the  Exchange A c t fo r ove r-the-counte r (O TC) d e riva tives  dealers w ho re g is te r w ith  th e  SEC u n d e r a 
lim ite d  re g u la to ry  s tru c tu re  ra th e r th a n  un d e r the  usu a l b roker-dea le r re g u la to ry  reg im e o f E x ­
change A c t Section 15(b).
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Interpretations of Rules
3.04 Published interpretations o f certain rules of the regulatory bodies 
may be found in  the follow ing reference materials:
•  Financial and Operational Combined U niform  Single (FOCUS) report 
forms and the ir general instructions
•  SEC interpretative  releases (Exchange Act series) and published 
interpretative and no action letters
•  Treasury Department Interpretations
•  CFTC Interpretations and Advisories
•  I n t e r p r e t a t io n  H a n d b o o k  of the New York Stock Exchange (NYSE), 
which relates to the uniform  net capital, customer protection, and 
related rules (The NYSE began issuing inform ation memos and in te r­
pretation memos in  1976; educational circulars tha t were issued before 
1976 continue in  effect unless the circular has been superseded.)
•  NASD G u id e  to  R u le  I n te r p r e t a t io n s ,  NASD M a n u a l ,  and NASD 
Interpretations
•  In terpre ta tive  instructions d istributed to the ir respective member­
ships by other self-regulatory organizations
•  Published securities services (Commerce Clearing House, Prentice- 
H all, and S e c u r i t ie s  R e g u la t io n  a n d  L a w  R e p o r t )
3.05 The auditor should inquire whether the broker-dealer has requested 
and received specific interpretations from any regulatory agency since the 
prior audit. Appropriate consideration should be given to th e ir effect, i f  any, on 
the financia l statements o f the broker-dealer being audited.
Explanation of Significant Rules
SEC Rule 15c3-3, "Customer Protection: Reserves and Custody 
of Securities"
3.06 The SEC adopted rule 15c3-3 under the Exchange Act to accomplish 
the follow ing objectives (see paragraph 3.34 for a discussion of the types of 
broker-dealers th a t are exempt from rule 15c3-3):
•  To ensure tha t customers’ assets held by a broker-dealer are properly 
safeguarded
•  To require the broker-dealer to obtain prompt possession or control of 
customers’ fu lly  paid and excess-margin securities
•  To separate firm  and customer-related business
•  To require a broker-dealer to make daily determ inations of security 
locations and to prepare periodic computations o f amounts required to 
be on deposit in  a special bank account for customers
•  To motivate the securities industry to process its  securities transac­
tions as expeditiously as possible by penalizing a broker-dealer i f  a 
security is in  an unacceptable location for too long a period
•  To protect customer assets in  the event o f the liqu idation of insolvent 
broker-dealers
3.07 Those objectives are accomplished through the two main sections of 
the rule, which provide for (a) the requirement tha t the broker-dealer obtain 
excess-margin securities and (b ) the reserve form ula computation and the 
maintenance of a “Special Reserve Bank Account for the Exclusive Benefit of 
Customers.”
3.08 NYSE In terpre ta tion Memo 98-10 extends the requirement to per­
form a Customer Reserve Computation w ith  respect to proprietary accounts of
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introducing brokers (PAIB accounts) carried by the ir clearing brokers in  order 
for the introducing broker to receive allowable asset treatm ent under rule 
15c3-1 for proprietary assets held at th e ir clearing broker. The introducing 
broker and its  clearing broker must agree in  w ritin g  to perform the PAIB 
reserve calculation under the methodology outlined in  the no action le tte r 
attached to the In terpre ta tion Memo.
3.09 The restrictions on the use of customers’ funds and securities and the 
requirement tha t securities be brought prom ptly under physical possession or 
control are designed to protect customer assets in  the event tha t a broker- 
dealer must be liquidated. Rule 15c3-3 also acts as a control over the unw ar­
ranted expansion of a broker-dealer’s business by prohib iting  the use of 
customers’ funds and customer-derived funds in  other aspects of the broker- 
dealer’s business such as for underw riting, trading, and overhead expenses.
3.10 SEC rule 15c3-3 offers fu rthe r customer protection by requiring, 
under certain circumstances, an increase in  the amount of the cash reserve 
under the form ula to the degree th a t a broker-dealer fails to prom ptly obtain 
possession or control o f customers’ fu lly  paid securities or loses control o f its 
records. One of the consequences of fau lty  records is an increase, w ith  regard 
to both quantity  and aging, in  such items as securities in  transfer, security 
count differences, and securities in  suspense accounts. As these items increase, 
the amount of the customer reserve requirement also increases. The rule also 
encourages the settlement of securities on a tim ely basis and the reduction of fails.
3.11 Under SEC rule 15c3-3, the term  c u s to m e r  is defined as any person 
from whom or on whose behalf a broker-dealer has received, has acquired, or 
holds funds or securities for the account of tha t person. I t  does not include the 
following:
•  Brokers or dealers
•  Municipal securities dealer, or a government securities broker or gov­
ernment securities dealer
•  General partner, managing member of a lim ited  lia b ility  company or 
director or principal officer o f the broker or dealer
•  A  counterparty who has delivered collateral to an OTC derivatives dealer 
who registers w ith  the SEC under a lim ited regulatory structure, as 
discussed in  paragraph 3.124 of this Guide, pursuant to a transaction in  
an eligible OTC derivative instrument or pursuant to the OTC derivatives 
dealer’s cash management securities activities or ancillary portfolio man­
agement securities activities, and who has received certain prominent 
w ritten notices from the OTC derivatives dealer
•  Any person, to the extent they have a claim on property or funds which 
by contract, agreement, or law  are part o f the capital or subordinated 
debt of the broker-dealer
3.12 The following broker-dealer accounts are considered customer accounts:
•  A  special omnibus account in  compliance w ith  Regulation T
•  A  special custody account for the exclusive benefit o f customers in  
compliance w ith  SEC rule 15c3-3(c)(7)
•  A  special custody account for accommodation transfers for the exclu­
sive benefit o f customers in  compliance w ith  SEC rule 15c3-3(c)(7)
3.13 P o s s e s s io n  o r  C o n t r o l .  The SEC requires tha t a ll registered broker- 
dealers carry ing  accounts o f customers prom ptly  obtain and therea fte r 
m a in ta in  the physical possession or control o f a ll fu lly  paid securities and
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excess-margin securities carried for the account of customers. F u lly  paid 
securities are defined to include a ll securities carried for the account o f a 
customer in  a special cash account as defined in  Regulation T, as well as certain 
margin equity securities w ith in  the meaning o f Regulation T.
3.14 The rule defines excess-margin securities as those customer securi­
ties carried in  a customer’s general or special accounts (referred to in  SEC rule 
15c3-3 as m argin accounts), as defined in  Regulation T, having a m arket value 
in  excess of 140 percent o f the to ta l o f the debit balances in  the customer’s 
m argin account or accounts.
3.15 There are two exceptions to the possession or control requirements 
th a t are contained in  SEC rule 15c3-3:
a . Temporary business lags between the time when a security is re­
quired to be in  the possession or control o f the broker-dealer and the 
tim e i t  is taken in to  physical possession or control are one exception, 
provided the broker-dealer takes tim ely steps in  good fa ith  to estab­
lish  prompt physical possession or control.
b . The broker-dealer borrows from its  customers fu lly  paid-for or ex­
cess-margin securities tha t i t  is required to have in  possession or 
control and enters into a w ritten  securities-borrowing agreement 
w ith  the customer th a t sets fo rth  in  a separate schedule the basis for 
compensation for the securities borrowing and the rights or liab ilities  
o f the parties and provides tha t the customer is given a schedule of 
securities borrowed at the tim e of the borrowing. The agreement 
must also specify th a t upon the execution of the agreement or, i f  the 
borrowing occurs subsequent to the execution of the agreement, by 
the close of the business day of the securities borrowing, the broker- 
dealer provide the customer w ith  certain qualified collateral and 
m ust m ark the securities borrowed to the m arket not less than daily. 
In  the event tha t the m arket value o f a ll the outstanding securities 
borrowed at the close o f trad ing at the end o f the business day exceeds 
100 percent o f the collateral then held by the customer, the borrowing 
broker-dealer must provide additional collateral to the customer by 
the close of the next business day as necessary to equal—together 
w ith  the collateral then held by the customer—not less than 100 
percent o f the m arket value of the securities borrowed. The agree­
ment m ust also contain a prom inent notice th a t the provisions of the 
Securities Investor Protection Act o f 1970 may not protect the cus­
tomer w ith  respect to the securities loaned.
3.16 P o s s e s s io n  o r  C o n t r o l  R e q u ire m e n ts .  The broker-dealer must per­
form  the follow ing procedures daily to comply w ith  the ru le ’s possession or 
control requirements:
•  Determine which customer securities are fu lly  paid-for and which are 
excess-margin.
•  Ascertain which fu lly  paid and excess-margin securities are in  physi­
cal possession or control.
•  Take appropriate action to obtain proper possession or control of fu lly  
paid or excess-margin securities not already in  physical possession or 
control.
3.17 For cash accounts, the broker-dealer must specifically identify  cus­
tomer payments to security purchases and segregate securities when the 
securities have been paid for.
3.18 For a m argin account, the broker-dealer must determine the cus­
tomer’s net debit balance by adding the m arket value of securities sold short to
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the net debit money balance in  the account and by m ultip ly ing  the adjusted net 
debit balance by 140 percent. The resulting securities value is generally 
available for use by the broker-dealer. Securities having a m arket value in  
excess of 140 percent of the adjusted net debit balance must be segregated.
3.19 Currently, the time at which instructions (lockups) must be issued 
to the cashiering section to acquire possession or control on the purchase of 
securities by customers is on or before the business day follow ing the settle­
ment date or the business day follow ing the actual date o f receipt o f payment, 
whichever is later.
3.20 The tim e at which instructions (releases) may be issued to the 
cashiering section to release from possession or control on sales of securities by 
customers is not earlier than the close o f business on the th ird  business day 
before the settlement date, which is deemed to allow adequate tim e for proc­
essing securities for pending deliveries.
3.21 Most broker-dealers have fu lly  computerized the task of determ ining 
segregation requirements. These systems determine the quantity  of fu lly  paid 
or excess-margin securities in  each customer’s account as of the close of 
business each day. These systems generally use memo fields on the stock 
record to show the amount o f securities tha t need to be segregated.
3.22 The broker-dealer must determine, by customer, the amount o f each 
security tha t must be segregated. The broker-dealer must then determine the 
to ta l securities to be segregated. Securities in  the follow ing locations are 
considered to be under the control o f the broker-dealer:
•  A  qualified account at a clearing corporation or depository
•  A  qualified account at a bank (as defined in  section 3(a)(6) of the 
Exchange Act), provided the delivery o f such securities does not 
require payment and there is w ritten  acknowledgment stating tha t 
the securities are lien-free
•  In  transfer for under fo rty  calendar days or confirmed as being in  
transfer (The securities must be bona fide items of transfer.)
•  The custody o f a qualified foreign depository, foreign clearing agency, 
or foreign custodian bank approved by the SEC
•  In  trans it for five business days or less between the offices o f a 
broker-dealer (for example, between the m ain and branch offices)
•  A  special omnibus account carried for the account of any customer by 
another broker-dealer and carried in  the name of the broker-dealer in  
compliance w ith  Regulation T (Such securities are considered in  
control to the extent tha t the broker-dealer has instructed the carrying 
broker-dealer to m ainta in  physical possession or control o f them free 
o f any charge, any lien, or any other claim in  favor of the carrying firm .)
3.23 Some common examples o f fu lly  paid or excess-margin securities 
th a t are not considered to be in  a broker-dealer’s physical possession or control 
include the following:
•  Securities collateralizing bank loans
•  Securities loaned to other broker-dealers
•  Securities failed to receive for more than th ir ty  calendar days
•  Stock dividend receivables, stock splits or receivables for more than 
forty-five calendar days
3.24 S p e c ia l R e s e rv e  B a n k  A c c o u n t  f o r  th e  E x c lu s iv e  B e n e f i t  o f  C u s to m e rs .  
As required by SEC rule 15c3-3, every broker-dealer, unless otherwise exempt, 
m ust m aintain  a “Special Reserve Bank Account for the Exclusive Benefit o f
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Customers” separate from a ll other bank accounts o f the broker-dealer. In  the 
reserve bank account, the broker-dealer m ust at a ll times m aintain cash and 
qualified securities in  an amount not less than the amount computed under the 
ru le ’s reserve formula.
3.25 The basic concept involved in  the calculation o f the reserve formula 
is th a t a broker-dealer w ill have to m aintain  deposits of cash or qualified 
securities on deposit in  the reserve bank account to the extent tha t customer- 
related credits exceed customer-related debits. I f  the broker-dealer’s customer- 
related debits exceed the customer-related credits, no deposit is required.
3.26 R e se rve  F o r m u la  C o m p u ta t io n .  Exhibit A  of SEC rule 15c3-3 provides 
a detailed formula for determining the reserve bank account requirement. The 
rule requires the reserve to be calculated as the excess of customer-related credits 
over customer-related debits. The formula is intended to lim it the broker-dealer’s 
use of customer funds and encompasses receivables and payables to customers as 
well as transactions that involve customer securities. The computation is lim ited 
solely to customer-related debits and credits w ith  a few exceptions and adjust­
ments (such as aged differences and receivables).
3.27 In  addition, SEC ru le  15c3-3 stipulates the designated times for 
perform ing the computations as follows.
•  Weekly computations should be made as of every week’s end and at 
month’s end, w ith  necessary deposits made no later than one hour after 
the opening of banks on the second business day after the computation 
date (that is, the last business day of the week). The computation is not 
required for the following Friday, in  the same week’s or month’s end.
•  M onthly computations should be made only i f  the broker-dealer does 
not have aggregate indebtedness in  excess o f 800 percent o f net capital 
and has less than $1 m illion in  customer credits. Deposits are also due no 
later than one hour after the opening of banks on the second business day 
after the computation date (that is, the last business day of the month).
3.28 The auditor should review the broker-dealer’s practices, procedures, 
and controls covered by th is rule and should perform those tests tha t the 
auditor considers necessary to be satisfied tha t the procedures and controls, 
including the w ritten  documentation, provide reasonable assurance tha t the 
broker-dealer is in  compliance w ith  the rule.
3.29 B r o k e r - D e a le r s  E x e m p t  F r o m  S E C  R u le  1 5 c 3 -3 . Certain broker- 
dealers adhere to the exemptive provisions of SEC rule 15c3-3. In  doing so, the 
broker-dealer is not required to comply w ith  the rem aining provisions of tha t 
rule, such as computations o f amounts required to be on deposit in  the “Special 
Reserve Bank Account for the Exclusive Benefits of Its  Customers,” possession 
or control requirements, and so forth. The detailed requirements to be met in  
order to qualify for th is exemption are outlined in  SEC rule 15c3-3 and need to 
be considered in  connection w ith  the rule in  its  entirety.
3.30 Regulators have consistently taken a stringent enforcement ap­
proach to Rule 15c3-3 w ithout regard to m ateria lity . The ir approach has 
probably occurred because of the ru le ’s previously stated objectives of safe­
guarding customer assets, obtaining prompt possession or control, and sepa­
ra ting  firm  from customer-related business.
3.31 Stringent enforcement has included significant fines, public censure, 
and the banning of officers from the security business for periods of time. Accord­
ingly, in  making the required SEC Rule 15c3-3 deposit, industry practice, as well 
as good business sense, has a firm  often add an additional amount or “cushion” to 
the amount determined for the weekly or monthly reserve deposit.
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3.32 Any deficiency, no m atter how small, may cause significant adverse 
regulatory penalties.
3.33 Likewise, the regulators have taken a stringent approach to enforcing 
the sp irit of the rule as well as its letter. Accordingly, the regulators w ill closely 
scrutinize any apparent differences between procedures occurring at either week’s 
end or month’s end (that is, borrowing unsecured at determination date) and those 
procedures or business practices occurring on a day-to-day basis (bank loans 
secured by customer securities during the remainder of the week).
3.34 In  auditing the financia l statements o f a broker-dealer th a t is claim ­
ing exemption from SEC Rule 15c3-3, the auditor should determine under 
which specific section of the rule the exemption is being claimed and what 
controls and procedures are in  place to ensure compliance w ith  tha t section. 
The independent auditor should ascertain tha t the conditions of the exemption 
were being complied w ith  as of the aud it date and tha t no facts came to its 
attention to indicate tha t the exemption had not been complied w ith  during the 
period since the p rio r audit. For example, a nonclearing broker-dealer (fu lly  
disclosed) does not carry customers’ accounts on its  books and therefore would 
not have to comply w ith  the reserve requirements as stated in  SEC Rule 
15c3-3. Therefore, no computations or review would be made, but the inde­
pendent auditor should ascertain tha t there were indeed no customer accounts 
th a t were appearing (or should have appeared) on the books and records of th is 
broker-dealer.
3.35 In  the event th a t compliance has not been met or the controls and 
procedures are deemed inadequate, the auditor should imm ediately consider 
the notification requirements under SEC Rules 17a-5 and 17a-11 pertain ing to 
m ateria l inadequacies.
3.36 In  reporting on a broker-dealer exempt from SEC Rule 15c3-3, the 
schedules entitled “Computation for Determ ination of Reserve Requirements 
Under Rule 15c3-3” and “ In form ation for Possession or Control Requirements 
Under Rule 15c3-3” are not applicable. In  lieu of those schedules, a statement 
should be included ind icating the section under which exemption is claimed. 
W ith  respect to the effect o f the exemption on the “Independent A udito r’s 
Supplementary Report on In te rna l Control,” see Appendix E o f th is A ud it and 
Accounting Guide (Guide).
SEC Rule 1 5 c3 -1, "The Uniform Net Capital Rule"*,†
3.37 SEC Rule 15c3-1, “Net Capital Requirements for Brokers or Deal­
ers,” also referred to as the “U n ifo rm  N et C apita l Rule” and set out under the
* In  F ebruary  2004, the  SEC granted  tem porary re lie f from  ce rta in  provisions o f the  SEC Rule 
15c3-1, N e t C a p ita l R eq u ire m e n ts  fo r  B ro ke rs  o r  D ea le rs , w ith  respect to  the  an tic ipa ted  im pact o f FASB 
S tatem ent No. 150, A c c o u n tin g  fo r  C e rta in  F in a n c ia l In s tru m e n ts  W ith  C h a ra c te r is tic s  o f  B o th  L ia b ili t ie s  
a n d  E q u ity , on broker-dea lers th a t are non-public en tities. FASB S tatem ent No. 150 establishes 
standards fo r how an issuer classifies and measures ce rta in  fin a n c ia l in s trum en ts  w ith  characteristics o f 
both lia b ilitie s  and equity. I t  requires th a t an issuer classify a fina nc ia l in s tru m e n t th a t is w ith in  its  scope 
as a l ia b ility  (or an asset in  some circum stances). A  fina nc ia l in s tru m e n t issued in  the  fo rm  o f shares is 
m a nda to rily  redeemable and, therefore w ith in  the  scope o f FASB S tatem ent No. 150, i f  i t  “embodies an 
un cond itiona l ob liga tion  re q u irin g  the  issuer to  redeem the  in s tru m e n t by tra n s fe rrin g  its  assets a t a 
specified o r de term inable date (or dates) o r upon an event certa in  to  occur.” (According to  FASB 
S tatem ent No. 150, the te rm  “shares includes various form s o f ow nership th a t m ay no t take  the  legal 
fo rm  o f securities (fo r exam ple, pa rtne rsh ip  in te rests), as w e ll as o the r in te rests , in c lu d in g  those th a t are 
lia b ilitie s  in  substance b u t no t in  fo rm .” ) FASB S ta tem ent No. 150 genera lly  became effective fo r the 
m a nda to rily  redeemable fina nc ia l ins trum en ts  o f p u b lic ly  traded companies, in c lu d in g  p u b lic ly  traded 
broker-dealers, fo r the  f irs t in te r im  period beg inn ing  a fte r June 15, 2003. For nonpub lic broker-dealers, 
m a n d a to rily  redeemable fina nc ia l ins trum en ts  became subject to  the  provisions o f th is  S ta tem ent fo r the 
f irs t  fisca l period beginn ing a fte r December 15, 2003.
(c o n tin u e d )
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Exchange Act, was enacted as one of the rules establishing m in im um  financia l 
responsibility requirements for broker-dealers. The rule was adopted to create 
a uniform  capital requirement for a ll registered broker-dealers and to ensure 
the liq u id ity  of broker-dealers.
3.38 The capita l ru le  requires broker-dealers to m a in ta in  m in im um  
levels of liq u id  assets to support the volume and r is k  of the business in  
which they are engaged. This is accomplished through the fo llow ing mecha­
nisms:
•  The broker-dealer’s capital (equity plus qualified subordinated indebt­
edness) is reduced to give effect to the elements of market, credit, or 
operational risk  inherent in  the business in  which the broker-dealer 
currently is engaged.
(fo o tn o te  c o n tin u e d )
F o r example, under FASB S tatem ent No. 150, broker-dealers th a t have issued shares th a t m u st be 
sold back to  the  com pany upon the  h o lde r’s death or te rm in a tio n  o f em ploym ent m ust record those shares 
as lia b ilitie s , ra th e r th a n  equity, as the y prev iously  were trea ted  under GAAP, because the  shares are 
m a nda to rily  redeem able upon an event certa in  to  occur. Therefore, app lica tion  o f FASB S tatem ent No. 
150 m igh t: (i) cause a broker-dea ler to fa ll below its  m in im u m  ne t cap ita l requ irem ents under Rule 
15c3-1(a), o r ( ii)  cause its  subord inated debt to  debt-equity to ta l to  increase above the 70 percent l im it  set 
fo r th  in  Rule 15c3-1(d). Because FASB S tatem ent No. 150 on ly  recently  became applicable to  non-public 
broker-dealers, the y  m ay need tim e  to  am end pa rtne rsh ip , lim ite d  lia b ility  company, shareholder, or 
o the r agreem ents to  avoid po ten tia l adverse im pacts o f FASB S tatem ent No. 150 on ne t capita l.
Accord ing to  an SEC no-action le tte r  issued on February 19, 2004, the  D iv is ion  o f M a rk e t R egu lation 
w ill no t recom m end enforcem ent action to  the  SEC i f  a broker-dea ler th a t is a non-public en tity, in  
ca lcu la ting  ne t cap ita l under R ule 15c3-1, adds to  its  re gu la to ry  ne t w o rth  the  ca rry ing  va lue o f 
m a nda to rily  redeem able fina nc ia l in s trum en ts  th a t FASB S tatem ent No. 150 excludes from  the  firm ’s 
G AAP equity. The lim ita tio n s  on w ith d ra w a l o f eq u ity  cap ita l contained in  pa ragraph (e) o f Rule 15c3-1 
s t i l l  w ould apply. The am ount added back to  ne t w o rth  also could be trea ted  as equ ity  in  de te rm in ing  a 
broker-dea ler’s com pliance w ith  the  debt to  debt-equity to ta l in  pa ragraph (d) o f Rule 15c3-1, provided i t  
o therw ise meets requ irem ents o f th a t paragraph. Th is  re lie f w ould no t affect the  tre a tm e n t o f p roperly 
subordinated debt under A ppend ix  D  to  Rule 15c3-1. T h is  re lie f sha ll apply to  broker-dealers th a t are 
non-public en tities  on ly  th roug h  the  end o f the  f irs t  a nnua l period beg inn ing  a fte r December 1 5 , 2003, b u t 
no longer sha ll apply fo r fisca l periods beg inn ing  a fte r December 15, 2004. For the  fisca l periods 
beg inn ing  a fte r December 15, 2004, broker-dealers th a t are non-public en tities  no longer w ill be 
pe rm itte d  to  add m a n d a to rily  redeem able fina nc ia l ins trum en ts  recorded as lia b ilitie s  under FASB 
S ta tem ent No. 150 to  re gu la to ry  ne t w o rth  fo r purposes o f ca lcu la ting  ne t capita l. T h is  tem pora ry  re lie f 
applies on ly  to  the  ca lcu la tion  o f ne t cap ita l and does no t extend to  the  tre a tm e n t o f m a nda to rily  
redeem able fina nc ia l ins trum en ts  in  broker-dea ler fina nc ia l statem ents prepared in  accordance w ith  
GAAP. F ina lly , a broker-dea ler th a t w ishes to  take  advantage o f th is  re lie f m u st advise its  designated 
exam in ing  a u th o r ity  o f its  in te n t. The SEC D iv is ion  o f M a rk e t R egu lation le tte r can be found on the  Web 
a t h ttp ://w w w .sec.gov/divisions/m arketreg/m r-noaction/sia021904-out.pdf.
Readers should also re fe r to  N A S D  N otice to  M em bers 04-33, L im ite d  N e t C a p ita l R e lie f  F ro m  the  
R e c la s s ific a tio n  o f  C e rta in  E q u ity  as L ia b ili t ie s  in  A cco rdance  W ith  S ta te m e n t o f  F in a n c ia l A c c o u n tin g  
S ta n d a rd s  N o . 150, and NYSE In fo rm a tio n  M em o 04-23, F in a n c ia l A c c o u n tin g  S ta n d a rd s  B o a rd  
S ta te m e n t N o . 150— T e m p ora ry  R e lie f  on  C a lc u la t io n  o f  N e t C a p ita l, w h ich  provide re gu la to ry  guidance 
fo r the  im p lem en ta tion  o f the  de ferral.
† In  June 2004, the  SEC issued ru le  am endm ents and new ru les u nder the  Securities Exchange A c t 
o f 1934 th a t estab lish tw o separate v o lu n ta ry  re gu la to ry  fram ew orks fo r the  SEC to supervise broker- 
dealers and th e ir  a ffilia tes  on a consolidated basis. One ru le , A lte rn a t iv e  N e t C a p ita l R e q u ire m e n ts  fo r  
B ro ke r-D e a le rs  T h a t A re  P a r t o f  C on so lid a te d  S u p e rv ise d  E n tit ie s , establishes an a lte rna tive  m ethod to  
com pute ce rta in  ne t cap ita l charges fo r broker-dealers th a t are p a rt o f a ho ld ing  com pany th a t manages 
risks  on a group-w ide basis and whose ho ld ing  com pany consents to group-w ide SEC supervision. T h is  
a lte rna tive  m ethod w ill be ava ilab le  to  broker-dealers th a t m a in ta in  te n ta tive  ne t cap ita l o f a t least $1 
b illio n  and ne t cap ita l o f a t least $500 m illio n . See SEC Release No. 34-49830 fo r m ore in fo rm a tio n  on th is  
ru le . The o the r ru le , S u p erv ise d  In v e s tm e n t B a n k  H o ld in g  C om pan ies , im plem ents Section 17(i) o f the 
S ecurities Exchange A ct, w h ich  created a new  s tru c tu re  fo r  consolidated supervis ion o f ho ld ing  
companies o f broker-dealers, o r investm en t bank ho ld ing  companies (IB H C s), and th e ir  a ffilia tes . T h is  
a lte rn a tive  w il l  be ava ilab le  to  sm a lle r firm s  m a in ta in in g  te n ta tive  ne t cap ita l o f $100 m illio n  o r more. 
P u rsu an t to  the  Securities Exchange A ct, an IB H C  th a t meets certa in  specified c rite ria  m ay v o lu n ta rily  
reg is te r w ith  the  SEC as a supervised investm en t bank ho ld ing  com pany (S IB H C ) and be subject to 
supervis ion on a group-w ide basis. These companies w il l  continue to  calculate ne t cap ita l requirem ents 
us ing  tra d itio n a l methods. See SEC Release No. 34-49831 fo r more in fo rm a tio n  on th is  ru le . These ru les 
w il l  become effective on A ugu st 20, 2004.
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•  The m inim um  capital th a t the broker-dealer is required to m aintain 
is established on the basis o f the greater of either: (a) the level of 
aggregate indebtedness (tha t is, the broker-dealer’s current liab ilities  
less certain exceptions) the broker-dealer maintains, (b ) the level of 
customer-related receivables (aggregate debit items) computed pursu­
ant to SEC Rule 15c3-3 (the alternative method), or (c) i f  the broker- 
dealer is also registered as an FCM, the greater of the selected SEC 
Rule 15c3-1 method described above or 4 percent o f the amount 
required to be segregated for commodities customers as defined in  
CFTC Regulation 1.17(a).
3.39 In  each case, the level of capital is established to ensure that, in  the 
event o f a liqu idation, the broker-dealer is m aintain ing adequate levels of 
capital to ensure the payment o f its  obligations to customers and other broker- 
dealers.
3.40 By m onitoring the maintenance o f liqu id  assets in  excess of the 
m inim um  requirements, the SEC and the examining authority  are in  a position 
to take action to protect customers prior to the tim e when the broker-dealer’s 
assets would be insufficient to satisfy customers’ claims in  the event of liquidation.
3.41 An examining authority u tilizes the capital rules to provide an early 
warning of any broker-dealer th a t may be at risk  of not having sufficient 
capital to stay in  operation. Under those rules and various examining authority 
regulations, broker-dealers must restric t the growth of business i f  the ir regu­
la tory capital fa ils to meet certain m inimums set by the examining authority, 
reduce the size of current operations i f  capital fa lls to a point below other 
m inimums set by the examining authority  and u ltim ate ly  liquidate i f  the 
regulatory m inimums are not met. Obviously, i t  is the in ten t of the examining 
authority  to identify  potential problems early and correct them.
3.42 The SEC requires a ll registered broker-dealers to calculate net 
capital on a periodic basis and to m aintain compliance w ith  the rule at a ll 
times. Net capital is the broker-dealer’s net worth adjusted for illiq u id  (nonal­
lowable) assets, certain operational capital charges, and potentia l adverse 
fluctuations in  the value of securities inventory (haircuts). The purpose of the 
net capital computation is to determine tha t the broker-dealer’s net liqu id  
assets (m inim um  capital base) are adequate in  the event of sudden adverse 
business conditions.
3.43 The m inim um  capital base is designed to protect customers, credi­
tors, and other broker-dealers. There are basically two parts to the net capital 
computation: (a) determ ination of net capital and (b ) comparison w ith  percent­
age requirements.
3.44 As stated before, net capital is calculated and analyzed either as a 
percentage of aggregate indebtedness (the basic method), Rule 15c3-3 aggregate 
debit items (the alternative method), or i f  the broker-dealer is also registered 
as an FCM, the greater o f the SEC requirement or 4 percent o f the amount 
required to be segregated for commodities customers as defined in  the CFTC 
regulations.
3.45 Under the aggregate indebtedness method, a broker-dealer is not 
perm itted to allow its  aggregate indebtedness to exceed fifteen times its  
adjusted net capital. I f  the ratio  of aggregate indebtedness to adjusted net 
capital exceeds—
•  Fifteen to one, the broker-dealer is prohibited from engaging in  any 
securities transactions.
•  Twelve to one, the broker-dealer may be required to reduce its business.
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•  Ten to one, the broker-dealer may be prohibited from expanding its 
business.
3.46 As set forth in  SEC Rule 15c3-1, a broker-dealer may elect to compute 
its  net capital requirements under the alternative method.
3.47 The m in im um  net capital percentage required under the alternative 
method is 2 percent of aggregate debit items. As a result, th is method requires 
a broker-dealer to m aintain  m inim um  net capital equal to the greater o f a 
m in im um  amount or 2-percent aggregate debit balances included in  the re­
serve formula.
3.48 Percentage requirements also restrict the w ithdraw al o f equity capi­
ta l and the repayment o f subordinated obligations and the m aking of any 
unsecured advance or loan to a stockholder, partner, sole proprietor, employee, 
or a ffilia te.
3.49 C o m p u ta t io n  o f  N e t  C a p i t a l .  The net capital o f a broker-dealer is 
equal to its  net worth adjusted by certain additions and deductions. The 
additions include—
•  Certain liab ilities, approved by the examining authorities, th a t have 
been subordinated to the claims of general creditors. The extent to 
which these liab ilities  may be included in  capital is subject to lim ita ­
tions. Standardized subordination, secured demand note, and secured 
demand note collateral agreements are available from the NASD, and 
a ll executed agreements must be approved by the broker-dealer’s 
designated self-regulatory organization before they qualify for capital 
purposes. A  subordination agreement is required to—
— Be w ritten .
— Have a m inim um  term  of one year.
— Be for a specific dollar amount.
— Effectively subordinate the lender’s r ig h t to p rio r payment of a ll 
claims of present and fu ture  creditors.
— Give the broker-dealer the r ig h t to deposit any cash proceeds in  
its  own name in  any bank, as well as the rig h t to pledge or 
hypothecate securities w ithout notice.
— Meet certain prepayment restrictions.
— Suspend the repayment or m a tu rity  obligation if, a fter giving 
effect to the obligation, the aggregate indebtedness of the broker- 
dealer would exceed 1,200 percent o f its  net capital or its  net 
capital would be less than 6 percent o f aggregate debits i f  the 
alternative capital method were used.
For a fu rthe r discussion, see the specific requirements contained in  
the debt-equity requirements of Rule 15c3-1 and Appendix D to SEC 
Rule 15c3-1.
•  Certain discretionary liab ilities. A  noncontractual bonus accrual is the 
most common type of discretionary liab ility .
•  Deferred income tax liab ilities  resulting from nonallowable assets; 
unrealized appreciation in  the m arket value o f inventory positions, 
and so on; and deferred income tax benefits resulting from unrealized 
losses in  the m arket value of inventory positions, and so on. For fu rthe r 
discussion, see the specific requirements contained in  Rule 15c3-1.
3.50 Broker-dealers are required to deduct items in  the net capital com­
putation to take into account m arket and liq u id ity  risks. The deductions are in  
the follow ing three basic forms.
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a . N o n a l lo w a b le  a sse ts . These are certain debit amounts recorded in  
the books o f the broker-dealer tha t do not meet liq u id ity  tests or have 
been defined as nonallowable by Rule 15c3-1. In  general, nonallow­
able assets are assets not readily convertible into cash. Examples of 
the most frequently encountered nonallowable assets are fixed as­
sets, securities tha t are not readily marketable, deficits in  certain 
customer accounts, good-faith deposits, prepaid expenses, exchange 
memberships, intangibles such as goodwill and organizational ex­
penses, and unsecured receivables net of any reserves. Broker-deal­
ers tha t introduce the ir proprietary accounts (PAIB accounts) on a 
fu lly  disclosed basis to th e ir clearing broker-dealers must trea t these 
assets as non-allowable unless the introducing broker and its  clear­
ing broker agree in  w ritin g  to perform a computation for PAIB assets 
in  accordance w ith  the customer reserve computation set fo rth  in  
Rule 15c3-3 (customer reserve formula). Refer to NYSE In te rpre ta ­
tion Memo 98-10 and the no action le tte r attached thereto.
b. O th e r  d e d u c t io n s  a n d  c h a rg e s . In  general, these items are not re­
corded in  the books for money or they represent a percentage of an 
amount recorded in  the general ledger. These items include opera­
tional charges for bookkeeping inefficiencies (for example, aged fails 
and securities count differences).
c. H a i r c u t s  o n  p r o p r ie t a r y  p o s i t io n s  a n d  c o m m itm e n ts .  Haircuts are 
percentage deductions th a t are designed to take into account portfo­
lio  risk  and m arket r isk  on proprietary positions and commitments. 
They apply to marketable securities only.2
3.51 C o m p u ta t io n  o f  A g g re g a te  In d e b te d n e s s .  SEC Rule 15c3-1 states 
th a t aggregate indebtedness is made up of the to ta l money liab ilities  of a 
broker-dealer arising in  connection w ith  any transaction whatsoever, and 
includes, among other things, money borrowed, money payable against securi­
ties loaned and securities failed to receive, the m arket value of securities 
borrowed to the extent to which no equivalent value is paid or credited, 
customers’ and noncustomers’ free credit balances, credit balances in  custom­
ers’ and noncustomers’ accounts having short positions in  securities, equities 
in  customers’ and noncustomers’ fu ture  commodities accounts, and credit 
balances in  customers’ and noncustomers’ commodities accounts but excluding 
certain items.
3.52 In  the event th a t compliance has not been met or the controls and 
procedures over the computation of net capital are deemed inadequate, the 
auditor should imm ediately consider the notification requirements under SEC 
rules 17a-5 and 17a-11 pertain ing to m ateria l inadequacies.
SEC Rule 1 7 a -13, "Q uarterly Security Counts"
3.53 Under rule 17a-13 of the Exchange Act, most brokers and dealers are 
required to conduct a securities count at least once in  each calendar quarter. 
The rule requires th a t at least once in  each calendar quarter, but not more than 
four months or less than two months apart, a ll positions in  each security must 
be accounted for simultaneously, although not a ll securities m ust be accounted 
for at the same time. The procedures performed by the broker-dealer would 
include the following:
2 A n  OTC d e riva tives  dea ler w ho re g is te rs  w ith  the  SEC u n d e r a lim ite d  re g u la to ry  s tru c tu re , 
as discussed in  pa ragraph  3.125 o f th is  G uide, m ay app ly  to  th e  SEC fo r a u th o r iz a tio n  to  com pute 
c a p ita l charges fo r m a rk e t and c re d it r is k  p u rs u a n t to  A ppe nd ix  F to  R u le  15c3-1 in  lie u  o f com pu ting  
secu rities  h a irc u ts  p u rs u a n t to  R u le  15c3-1(c)(2)(vi).
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•  Physically examine and count a ll securities held.
•  Account for a ll securities in  transfer, in  transit, pledged, loaned, 
borrowed, deposited, failed to receive and failed to deliver, subject to 
repurchase agreements (repos) or reverse repos, or otherwise subject 
to the broker-dealer’s control or direction but not in  its  physical 
possession, by examining and comparing the supporting detail records 
w ith  the appropriate ledger control accounts.
•  V erify (through confirmation or other form  of outside documentation) 
a ll securities in  transfer, in  transit, pledged, loaned, borrowed, depos­
ited, failed to receive and failed to deliver, subject to repo and reverse 
repo, or otherwise subject to the broker-dealer’s control or direction 
but not in  its  physical possession, i f  such securities have been in  such 
status for longer than th ir ty  days.
•  Compare the results of the count and verification w ith  the broker- 
dealer’s records.
•  Record in  the books and records a ll unresolved differences resulting 
from the count and verification (setting fo rth  the security involved and 
the date of comparison) in  a security count difference account no la ter 
than seven business days after the date o f each securities examination 
count and verification. This securities difference account is then con­
sidered in  determ ining the applicable deduction from net capital.
3.54 The examination, count, verification, and comparison may be made 
as o f a certain date or on a cyclical basis covering a ll securities. Cyclical counts 
enable the broker-dealer to perform the above procedures on specific groups of 
securities at different tim e intervals.
3.55 SEC rule 17a-13 requires tha t the examination, count, verification, 
and comparison be made or supervised by persons whose regular duties do not 
require them to have direct responsibility for the proper care and protection of 
the securities or for the m aking or preservation of the books and records.
3.56 I f  the auditing procedures include a 100-percent verification of a ll 
security positions, the broker-dealer may use th is verification as one o f the 
quarterly counts. In  the event tha t the auditor performs only part of the 
procedures required by the rule, the broker-dealer must complete the count 
and verification procedures to the extent th a t they are not carried out by the 
independent auditor.
SEC Rule 17a -3, "Records to Be Made by Broker-Dealers"
3.57 SEC rule 17a-3, “Records to Be Made by Certain Exchange Members, 
Brokers, and Dealers,” requires parties to construct and keep current certain 
books and records. For a fu rthe r discussion of th is  rule, refer to Chapter 2, 
“Broker-Dealer Functions, Books, and Records,” o f th is Guide.
SEC Rule 17 a-4 , "Records to Be Preserved by Broker-Dealers"
3.58 SEC rule 17a-4, “Records to Be Preserved by Certain Exchange 
Members, Brokers, and Dealers,” establishes tim e requirements for the reten­
tion o f the books and records constructed pursuant to rule 17a-3. (For a fu rthe r 
discussion of th is  rule, refer to Chapter 2 of th is Guide.)
Regulation T and Maintenance M argin
3.59 Regulation T has been prom ulgated by the Board of Governors of 
the Federal Reserve System by a u th o rity  o f the Exchange Act. Regulation T
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establishes the rules and regulations applicable to the extension of credit to 
customers and to related transactions. For a customer to enter securities 
transactions, he or she must open either a cash account or a m argin account.
3.60 Section 8 of Regulation T governs cash accounts. This type of account 
was created by Regulation T for those transactions in  which the broker-dealer 
is not extending credit to the customer. The broker-dealer may purchase for (as 
agent) or sell to (as principal) a customer any security, provided th a t e ither (a) 
funds sufficient for the purpose are already in  the cash account or (b ) the 
purchase or sale is in  reliance on an agreement accepted by the creditor in  good 
fa ith  tha t the customer w ill prom ptly make fu ll cash payment before selling 
and does not contemplate selling the security p rio r to such payment.
3.61 I f  fu ll cash payment is not made w ith in  five business days after the 
trade date of the purchase, the broker-dealer must cancel or liquidate the 
transaction, or request an extension of time from an exchange or the NASD. 
Extensions of the payment date are norm ally granted when both the broker- 
dealer and the customer are acting in  good fa ith  and the circumstances are 
viewed as w arranting such action.
3.62 A  m argin account is used to record transactions th a t result in  the 
customer borrowing money from the broker-dealer. The customer agrees to pay 
a certain percentage of the purchase price, and the broker-dealer w ill lend the 
balance. Extensions of credit by broker-dealers are subject to Regulation T.
3.63 I f  a customer purchases securities on margin, the security must 
remain under the control of the broker-dealer. A  customer generally signs a 
hypothecation agreement w ith  the broker-dealer at the tim e the m argin ac­
count is opened. This agreement allows the broker-dealer to hypothecate the 
securities, pledging them as collateral for money borrowed on a customer bank 
loan or loaning them to other broker-dealers.
3.64 In  a m argin account, the broker-dealer holds the customer’s securi­
ties as collateral in  readily negotiable form, thus enabling the broker-dealer to 
liquidate the securities i f  the customer fa ils to m aintain  a proper level o f 
margin. A  m argin transaction is an open-ended collateralized loan, w ith  the 
amount of collateral the customer is required to deposit prescribed by Regula­
tion T. The customer may leave the loan open as long as the broker-dealer 
remains satisfied w ith  the condition of the account. I f  the value o f the securities 
in  the customer’s account appreciates above the Regulation T m argin require­
ment, the broker-dealer can extend to the customer additional credit (referred 
to as Regulation T excess). The customer may then either w ithdraw  the excess 
from the account or use i t  to meet the requirements on additional purchases.
3.65 The NYSE, the NASD, and broker-dealers themselves may set m ar­
gin requirements tha t are higher than those specified in  Regulation T. There 
is one major difference between these requirements and the requirements of 
Regulation T. Regulation T is an in it ia l requirement. The NYSE and the NASD 
requirements are in it ia l and maintenance requirements. This simply means 
that, unlike Regulation T, these requirements apply to the in it ia l trades and 
to the position tha t is retained in  the account. In  addition, many broker-dealers 
m ainta in  “house” m argin requirements (both in it ia l and maintenance) th a t are 
higher than those established by the NYSE and the NASD.
SEC and CFTC Rules Governing Customer M argin for 
Transactions in Security Futures
3.66 The CFMA (see paragraph 1.41 of th is Guide) provided for the 
issuance of rules governing customer margin for transactions in  security futures.
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Specifically, the CFMA directed the Federal Reserve Board to prescribe rules 
establishing in it ia l and maintenance customer m argin requirements. SEC 
Rules 400 through 406 and CFTC rules 41.42 through 41.49 were issued in  
August 2002 establishing m argin requirements for security futures pursuant 
to jo in t authority  delegated by the Federal Reserve Board.
SEC Rules 17H-1T and 17h-2T, "Final Tem porary Risk 
Assessment Rules"‡
3.67 SEC Rules 17h-1T and 17h-2T, “F ina l Temporary Risk Assessment 
Rules,” require broker-dealers to m ainta in  and preserve records and other 
inform ation and to provide reports to the SEC regarding financia l activities of 
affilia tes th a t could have a m ateria l effect on the financia l or operational 
condition o f the broker-dealer. Broker-dealers tha t clear customer accounts 
and have less than $250,000 in  capital, including subordinated debt, and 
broker-dealers th a t do not clear customer accounts or are exempt from SEC 
Rule 15c3-3 and tha t have less than $20 m illion  in  capital, including subordi­
nated debt, are not required to comply w ith  the rules. The risk  assessment 
rules became fu lly  effective—w ith  regard to quarterly reporting for M ateria l 
Associated Persons (MAPs), as defined—for the period ended December 31, 
1992, w ith  reports due sixty and one hundred five days thereafter. A fte r two 
years, the SEC w ill review the effectiveness of these rules and make recom­
mendations w ith  regard thereto.
3.68 Determ ination o f whether an a ffilia te  or other associated person is a 
MAP requires consideration of the following:
•  The legal relationship between the parties
•  The financing arrangements of the broker-dealer and the associated 
person and the degree to which they are financia lly dependent on each 
other
•  The degree to which the broker-dealer or its customers re ly on the 
associated person for operational support or service
•  The level o f risk  present in  the activities of the associated person
•  The extent to which the associated person has the au thority  or ab ility  
to cause a w ithdraw al o f capital from the broker-dealer
3.69 The inform ation to be filed by each MAP on a quarterly basis on or 
w ith  Form 17h and for which records m ust be maintained in  a readily accessi­
ble place for three years includes the following:
•  Financial inform ation
•  F irm  inventory amounts
•  Off-balance-sheet items
•  Unsecured credit extensions
•  Current debt
•  Summaries of real estate activities
3.70 Certain of these disclosures are required for amounts over a m a t e r i ­
a l i t y  th r e s h o ld .  This amount is the greater of $100 m illion , 10 percent of the 
broker-dealer’s tentative net capital, or 10 percent o f the M AP’s tang ib le  net
‡  In  June 2004, th e  SEC issued ru le  am endm ents and new ru le s  un d e r th e  S ecurities Exchange 
A c t o f 1934 th a t es ta b lish  tw o  separate v o lu n ta ry  re g u la to ry  fra m ew orks  fo r the  SEC to  supervise 
broker-dea lers and th e ir  a ffilia te s  on a consolidated basis. A m ong o th e r th in g s , the  ru le s  inc lude  
tech n ica l and con fo rm ing  am endm ents to  the  r is k  assessm ent ru le s  (S ecu rities  Exchange A c t R ules 
17h-1T  and 17h-2T). See foo tno te  † to  th e  “ SEC R u le  15c3-1, ‘The U n ifo rm  N e t C a p ita l R u le ’” section 
s ta r tin g  in  pa rag raph  3.37 fo r m ore in fo rm a tio n  on these ru les.
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worth. Special exemptions exist regarding the inform ation filed by MAPs tha t 
are subject to supervision by other regulatory agencies such as a federal 
banking agency or a state insurance commission. In  these cases, the broker- 
dealer is allowed to satisfy the filin g  requirements by subm itting certain 
reports filed by the MAP w ith  its p rim ary regulator.
SEC Rule 17a-5 , "Reports to Be Made by Certain Brokers 
and Dealers"
3.71 SEC Rule 17a-5 describes the objectives of an examination by inde­
pendent auditors, which include obtaining reasonable assurance tha t m ateria l 
inadequacies existing at the aud it date in  the accounting system, control 
procedures,|| and procedures for safeguarding securities would be disclosed. 
Rule 17a-5(g)(1) states tha t a specific objective is to review the practices and 
procedures followed by the broker-dealer in —
•  M aking the periodic computations o f aggregate indebtedness and net 
capital under SEC Rule 15c3-1 and the reserve required by SEC Rule 
15c3-3.
•  M aking the quarterly securities examinations, counts, verifications, 
and comparisons and the recordation of differences required by SEC 
Rule 17a-13.
•  Complying w ith  the requirement for prompt payment for securities 
under section 8 of Regulation T.
•  Obtaining and m aintain ing physical possession or control o f a ll fu lly  
paid and excess-margin securities of customers as required by SEC 
Rule 15c3-3.
•  I f  the broker-dealer is also registered as an FCM, m aking the periodic 
computations of the m inim um  financia l requirements pursuant to 
Regulation 1.17, the segregation requirements of section 4d(2) o f the 
Commodity Exchange Act, and the segregation of funds based on such 
computations.
3.72 These objectives recognize the regulatory concern for safeguarding 
customers’ property held by broker-dealers.
3.73 The SEC requires independent auditors to issue a report on in terna l 
control. To meet th is  requirement, a report should (a) express an opinion on the 
adequacy of the practices and procedures listed above in  relation to the 
defin ition of a m ateria l inadequacy as stated in  Rule 17a-5(g)(3) and (b ) 
disclose m ateria l weaknesses in  in terna l control (including procedures for 
safeguarding securities) th a t are revealed through auditing procedures de­
signed and conducted for the purpose of expressing an opinion on the financial 
statements.
3.74 A  material inadequacy that is expected to be reported includes any 
condition that has either contributed substantially to or, i f  appropriate corrective 
action is not taken, could reasonably be expected to cause any of the following:
a . In h ib it a broker-dealer from completing securities transactions or 
prom ptly discharging its  responsibilities to customers or to other 
brokers, dealers, or creditors
|| I t  shou ld  be no ted th a t some o f the  in te rn a l con tro l te rm in o lo g y  used in  SEC R u le  17a-5 has 
n o t been updated to  re fle c t th e  rev is ions set fo r th  un d e r S ta te m en t on A u d it in g  S tandards (SAS) No. 
78, C o n s id e ra tio n  o f  In te r n a l C o n tro l in  a  F in a n c ia l S ta te m e n t A u d it :  A n  A m e n d m e n t to  S A S  N o . 5 5  
(A IC P A, P ro fe s s io n a l S ta n d a rd s , vol. 1, A U  sec. 319). W hen m a k in g  reference to  R ule 17a-5 th is  
G uide uses the  ou tda ted  in te rn a l con tro l te rm in o lo g y  con ta ined in  th a t ru le  in  o rde r to  re m a in  
consis ten t w ith  SEC re gu la tio ns .
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b. Result in  m ateria l financia l loss
c. Result in  m ateria l m isstatements of the broker’s or dealer’s financia l 
statements
d .  Result in  violations of the SEC’s recordkeeping or financia l respon­
s ib ility  rules to an extent tha t could reasonably be expected to result 
in  the conditions described in  the preceding three items a . ,  b ., or c.
3.75 SAS No. 60, C o m m u n ic a t io n  o f  I n t e r n a l  C o n t r o l  R e la te d  M a t t e r s  
N o te d  i n  a n  A u d i t ,# as amended by SAS No. 87, R e s t r ic t in g  th e  U se  o f  a n  
A u d i t o r ’s R e p o r t  (AICPA, P r o fe s s io n a l S ta n d a r d s ,  vol. 1, AU  sec. 325), gives 
guidance on reports on in terna l control based solely on an aud it of financia l 
statements tha t are intended for the use of management and specific regula­
to ry agencies. SAS No. 60 defines a m ateria l weakness in  in terna l control as a 
condition in  which the design or operation of one or more o f the specific in terna l 
control components does not reduce to a relative ly low level the risk  th a t error 
or fraud in  amounts th a t would be m ateria l in  re lation to the financia l state­
ments being audited may occur and not be detected w ith in  a tim ely period by 
employees in  the normal course of perform ing th e ir assigned functions. As used 
below, the term  m a t e r ia l  in a d e q u a c y  encompasses either a m ateria l weakness 
in  in terna l control or a m ateria l inadequacy in  the practices and procedures in  
SEC Rule 17a-5(g)(1) or Regulation 1.16d(1) of the CFTC, as appropriate.
3.76 In  compliance w ith  the SEC and CFTC rules, the auditor is required 
to review and conduct appropriate tests of the accounting system, control 
procedures, and procedures for safeguarding securities existing at the date of 
the examination. I f  no matters involving in terna l control (including procedures 
for safeguarding securities) are considered to be m ateria l weaknesses as 
defined above, the auditor should state th is in  his or her report on in terna l 
control.
3.77 However, i f  conditions believed to be m ateria l weaknesses are found 
to exist or have existed during the year, the report should disclose the nature 
of the weaknesses and the corrective action taken or proposed to be taken by 
the broker-dealer. I f  management has implemented control activities to correct 
the weaknesses, the auditor should not refer to th is corrective action in  his or 
her report unless the auditor is satisfied tha t the procedures are suitably 
designed to correct the weakness and are being applied as prescribed.
3.78 The auditor’s responsibility w ith  respect to m ateria l inadequacies as 
described in  SEC Rule 17a-5(h)(2) and CFTC rule 1.16(e)(2) is as follows (see 
also Chapter 6, “ In te rna l Control” ):
I f,  d u rin g  the  course o f the  a u d it o r in te r im  w ork , the  independent pub lic  
accountant determ ines th a t any m a te ria l inadequacies ex is t in  the  accounting 
system, in te rn a l contro l, and its  opera tion in c lu d in g  procedures fo r safeguard­
in g  securities, or as otherw ise defined in  subparagraph (g)(3), the n  he or she 
sha ll ca ll i t  to the  a tte n tio n  o f the  ch ie f fin a n c ia l o ffice r o f the  broker-dealer, 
who sha ll have a re sp o n s ib ility  to in fo rm  the  SEC and the  designated exam in­
in g  a u th o r ity  by te legraph ic notice w ith in  tw e n ty -fo u r hours the re a fte r as set 
fo rth  in  paragraphs (d) and (f) o f SEC Rule 17a-11.
The broker-dea le r sha ll also fu rn is h  the  accountant w ith  a copy o f said notice 
to the  regu la to rs  w ith in  the  tw en ty -fo u r-ho u r period. I f  the  accountant fa ils  to 
receive such notice from  the  broker-dea ler w ith in  said tw en ty -fo u r-ho u r period, 
o r i f  th e  accoun tan t d isagrees w ith  the  s ta tem ents  con ta ined  in  the  no tice  o f
# See foo tnote # to  pa ragraph  5.85.
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the  broker-dea ler, the  accountant sha ll have a re sp o n s ib ility  to in fo rm  the 
[SEC] and the  designated exam in ing  a u th o rity  by re p o rt o f m a te ria l inade­
quacy w ith in  tw e n ty -fo u r hours the re a fte r as set fo r th  in  SEC Rule 17a-11.
Such re p o rt from  the  accountant sha ll, i f  the  broker-dea le r fa iled  to file  a notice, 
describe any m a te ria l inadequacies found to  exist. I f  the  b roker-dea ler file d  a 
notice, the  accountant sha ll f ile  a re p o rt d e ta ilin g  the  aspects, i f  any, o f the  
b ro ke r’s or dealer’s notice w ith  w h ich  the  accountant does no t agree.
3.79 A  determ ination of a m ateria l inadequacy may, in  many instances, 
require expanded aud it procedures in  the affected area, appropriate review at 
the decision-making level by management and the independent auditor, and 
possible consultation w ith  counsel. The length and complexity of any necessary 
deliberations w ill depend on the circumstances, but should be completed in  the 
shortest tim e possible.
3.80 The report shown in  Appendix E, “Report on In te rna l Control Re­
quired by SEC Rule 17a-5 for a Broker-Dealer C laim ing an Exemption From 
SEC Rule 15c3-3,” o f th is Guide is appropriate i f  the auditor has completed the 
audit o f the financia l statements. I f  the auditor becomes aware of a m ateria l 
inadequacy th a t was corrected during the period bu t not reported by manage­
ment to the SEC and the broker-dealer’s designated examining authority, 
management’s fa ilu re  to report the condition would constitute a m ateria l 
inadequacy th a t should be included in  the auditor’s report on in terna l control. 
Pursuant to SEC Rule 17a-5(j), the report on in terna l control should be filed 
along w ith  the annual aud it report. Rule 17a-5(c)(2)(iii) provides th a t when the 
independent auditor has commented on a m ateria l inadequacy, the broker- 
dealer m ust include, in  the statement of financia l condition furnished to 
customers, a statement th a t a copy o f such report is currently available at the 
principal office of the SEC and the SEC regional office for the region in  which 
the broker-dealer has its  principal place of business.3
3.81 The report shown in  Appendix G, “Report on In te rna l Control Re­
quired by CFTC Regulation 1.16,” should be used i f  an aud it has not been 
completed and i f  the independent auditor disagrees w ith  the notification made 
by the broker-dealer, or i f  the broker-dealer has failed to make the notification 
deemed appropriate by the auditor. Consideration should be given to the 
possible need to consult w ith  legal counsel and to modify the report based on 
the particu la r circumstances.4
3.82 SEC Rule 17a-5 also contains rules re la ting to the qualification, 
designation, independence, and replacement of public accountants who audit 
the financia l statements of broker-dealers.
3.83 Q u a l i f ic a t io n  o f  A c c o u n ta n t .* * The SEC does not recognize any person 
as a certified public accountant who is not duly registered and in  good standing
3 SAS No. 87, R e s tr ic t in g  th e  Use o f  a n  A u d it o r ’s R e p o rt (A IC P A , P ro fe s s io n a l S ta n d a rd s , vol. 1, 
A U  sec. 532), p rovides gu idance to  a u d ito rs  in  d e te rm in in g  w h e th e r an engagem ent re qu ire s  a 
re s tric te d  use re p o rt and i f  so, th e  e lem ents to  inc lud e  in  th a t re po rt.
4 See foo tnote 3.
* A lth o u g h  the  S arbanes-O xley A c t (the  A c t) is  d irected  a t “ issuers” (as de fined by the  A c t) and 
th e ir  a u d ito rs , p r iv a te ly  h e ld  secu rities  b roker-dea lers also come un d e r th e  scope o f ce rta in  p ro v i­
sions o f th e  A ct. T h is  is  because Section 205(c)(2) o f th e  A c t am ended Section 17 (15 U .S .C . 78q) o f the  
S ecurities  E xchange A c t o f 1934 to  re q u ire  a ll b roker-dea lers (bo th  p u b lic  and p riv a te ) to  be aud ited  
by a p u b lic  accoun ting  f irm  reg is te red  w ith  th e  P ub lic  C om pany A ccoun ting  O ve rs igh t B oard  
(PCAO B). O n A u g u s t 4, 2003, th e  SEC de ferred  u n t i l  J a n u a ry  1, 2005, the  re q u ire m e n t th a t au d ito rs  
o f n o npub lic  b roker-dea lers re g is te r w ith  the  P C AO B (see Release No. 34-48281 a t www.sec.gov). On 
J u ly  14, 2004, th e  SEC extended th e  d e fe rra l u n t i l  J a n u a ry  1, 2006 (see Release No. 34-50020 a t 
www.sec.gov). There fore , p r iv a te ly  he ld  b roker-dea lers cou ld con tinue  to  f ile  w ith  th e  SEC and send 
th e ir  custom ers fin a n c ia l s ta tem en ts  a u d ite d  by “ independen t p u b lic  accounting  f irm s ” (w h ich  m ay 
no t be re g is te re d  w ith  th e  PC AO B ) th ro u g h  th a t da te o r u n t i l  the  SEC decides otherw ise .
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as such under the laws o f his or her place of residence or principal office. The 
SEC also does not recognize any person as a public accountant who is not in  
good standing and entitled to practice as such under the laws of his or her place 
of residence or principal office.
3.84 D e s ig n a t io n  o f  A c c o u n ta n t .  SEC Rule 17a-5 also requires every 
broker-dealer th a t is required (by paragraph (d) of SEC Rule 17a-5) to file  an 
annual report o f financia l statements to also file, by no la te r than December 10 
of each year, a statement w ith  the SEC’s principal office in  Washington, DC, 
w ith  the regional office of the SEC for the region in  which its  principal place of 
business is located, and w ith  the principal office of the designated examining 
authority  for such broker-dealer, ind icating the existence of an agreement, 
dated no la te r than December 1, w ith  an independent public accountant 
covering a contractual commitment to conduct the broker-dealer’s annual 
aud it during the follow ing calendar year. The agreement may be of a continu­
ing nature, providing for successive yearly audits, in  which case no fu rthe r 
filin g  is required. However, i f  the agreement is for a single audit, or i f  the 
continuing agreement previously filed has been term inated or amended, a new 
statement m ust be filed by the required date.
3.85 The statement should be headed “Notice Pursuant to Rule 17a- 
5(f)(2)” and should contain the following:
•  The name, address, telephone number, and registration number of the 
broker-dealer
•  The name, address, and telephone number of the accounting firm
•  The audit date of the broker-dealer for the year covered by the agreement
3.86 Any broker-dealer tha t is exempted from the requirement to file  an 
annual audited report of financia l statements must nevertheless file  the notice 
and m ust indicate the date as of which the unaudited report w ill be prepared. 
Every newly registered broker-dealer should file  the notice designating its 
accountant w ith in  th ir ty  days follow ing the effective date o f its  registration as 
a broker-dealer.
3.87 In d e p e n d e n c e  o f  A c c o u n ta n t . †† SEC Rule 17a-5 requires tha t the 
provisions set fo rth  in  SEC Rules 2-01(b) and (c) of Regulation S -X  be adhered 
to when determ ining whether the accountant is deemed to be independent.
3.88 R e p la c e m e n t  o f  A c c o u n ta n t .  A  broker-dealer is also required to file 
a notice w ith  the SEC’s principal office in  Washington, DC, the SEC regional 
office for the region in  which the broker-dealer’s principal place of business is 
located, and the principal office of the designated examining au thority  for such 
broker-dealer, no more than fifteen business days after either of the following.
•  The broker-dealer has notified the accountant whose opinion covered 
the most recent financia l statements filed under paragraph (d) o f SEC 
Rule 17a-5 that his or her services w ill not be used in  future engagements.
†† In  J a n u a ry  2003, th e  SEC adopted am endm ents to  its  re qu ire m en ts  re g a rd in g  a u d ito r 
independence to  enhance the  independence o f accountants w ho a u d it and rev iew  fin a n c ia l s ta te ­
m ents and prepare  a tte s ta tio n  re ports  file d  w ith  the  SEC. In  A u g u s t 2003, th e  SEC ’s O ffice o f the  
C h ie f A ccoun tan t p rov ided  responses to  35 fre q u e n tly  asked questions re g a rd in g  th e  ap p lica tio n  o f 
these ru les. The la s t question , nu m b e r 35, ind ica tes  th a t th e  scope o f services p rov is ions o f Sarbanes- 
O xley extend to  a u d ito rs  o f p r iv a te ly  he ld  broker-dea lers. Accord ing ly, a u d ito rs  o f p r iv a te ly  he ld  
b roker-dea lers are re s tric te d  fro m  p e rfo rm in g  those services spec ifica lly  excluded by Sarbanes-O xley 
and are expected to  com ply w ith  a ll o th e r SEC independence ru le s , in c lu d in g  those th a t p ro h ib it 
bookkeep ing and th e  p re p a ra tio n  o f fin a n c ia l s ta tem en ts  fo r p r iv a te ly  he ld  broker-dea lers. However, 
as ind ica ted  by the  response to  question  nu m ber 35, th e  a u d ito r ro ta tio n  ru les do no t app ly  to  
a u d ito rs  o f p r iv a te  broker-dea lers. SEC answers to  fre q u e n tly  asked questions re g a rd in g  the  inde ­
pendence ru le s  can be fou nd  a t w w w .sec.gov/in fo /accountan ts/ocafaqaudind080703.h tm .
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•  The broker-dealer has notified an accountant who was engaged to give 
an opinion covering the financia l statements to be filed under para­
graph (d) th a t the engagement has been term inated.
•  An accountant has notified the broker-dealer tha t he or she would not 
continue under an engagement to give an opinion covering the finan­
cial statements to be filed under paragraph (d).
•  A  new accountant has been engaged to give an opinion covering the 
financia l statements to be filed under paragraph (d) w ithout any notice 
of term ination having been given to or by the previously engaged 
accountant.
3.89 SEC Rule 17a-5 requires the notice to state the date of notification 
of the term ination of the engagement (or notification of the engagement of the 
new accountant, as applicable) and to state the details of any problems tha t 
existed during the twenty-four months (or the period of the engagement, i f  less) 
preceding such term ination or new engagement re la ting  to any m atter of 
accounting principles or practices, financia l statement disclosure, auditing 
scope or procedure, or compliance w ith  applicable SEC rules and that, i f  not 
resolved to the satisfaction o f the former accountant, would have caused him  
or her to make reference to them in  connection w ith  his or her report on the 
subject m atter o f the problems. The problems required to be reported include 
both those resolved to the former accountant’s satisfaction and those not 
resolved to the former accountant’s satisfaction. Such problems would include 
those which occur at the decision-making level, th a t is, between the broker- 
dealer’s principal financia l officers and the accounting firm ’s personnel respon­
sible for rendering its  report.
3.90 The notice should state whether the accountant’s report on the 
financia l statements for any o f the past two years contained an adverse opinion 
or a disclaimer of opinion or was qualified as to uncertainties, audit scope, or 
accounting principles. The notice should also describe the nature o f each such 
adverse opinion, disclaimer of opinion, or qualification. The broker-dealer 
should also request the former accountant to fu rn ish  the broker-dealer w ith  a 
le tte r th a t is addressed to the SEC and th a t states whether he or she agrees 
w ith  the statements contained in  the notice of the broker-dealer and, i f  not, 
states the respects in  which he or she does not agree. The broker-dealer must 
file  three copies of the notice and the accountant’s letter, one copy of which 
should be m anually signed by the sole proprietor (or a general partner or a duly 
authorized corporate officer, as appropriate) and by the accountant, respec­
tively.
Reporting Requirements
3.91 Each broker-dealer reports periodically to its  designated examining 
authority  in  a prescribed format, the FOCUS report. Under the rules, broker- 
dealers are required to file  at the end of each calendar quarter a Part I I  or Part 
I IA  FOCUS report. The FOCUS report requires financia l inform ation tha t 
presents the financia l position and results of operations in  conform ity w ith  
generally accepted accounting principles (GAAP), as w ell as certain regulatory 
computations.
3.92 The FOCUS report (Form X-17A-5) is composed of the following parts:
•  P a r t  I .  A  m onthly report o f selected summarized financia l and opera­
tiona l data, filed  by broker-dealers th a t carry customer securities 
accounts or clear securities transactions (Examining authorities may 
require other broker-dealers to file  Part I  on a m onthly basis.)
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•  P a r t  I I .  A report o f general-purpose financia l inform ation tha t pre­
sents the financia l position and the results of operations, supplemen­
ta l schedules, and operational data and is filed each calendar quarter 
by broker-dealers tha t file  Part I
•  P a r t  I I A . A  quarterly report o f financia l inform ation tha t presents the 
financia l position and the results of operations, supplemental sched­
ules, and operational data, filed by broker-dealers tha t do not carry 
customer securities accounts or clear securities transactions
•  P a r t  IIB .  A  quarterly report made by OTC derivatives dealers who 
register w ith  the SEC under a lim ited  regulatory structure, as dis­
cussed in  paragraph 3.125 of th is Guide, tha t includes statements of 
financia l condition and income, computation o f net capital and net 
capital required, capital w ithdrawals, and other schedules o f financia l 
and operational data
•  S c h e d u le  I .  Annual supplementary schedules reflecting certain eco­
nomic and statistical data of broker-dealers on a calendar-year basis
3.93 In  certain cases, such as when a broker-dealer exceeds certain 
parameters o f financia l and operational conditions, the designated examining 
authority may require the broker-dealer to file  Part I I  or Part I IA  m onthly or 
weekly. In  addition, audited financia l statements are required to be filed on a 
fiscal- or calendar-year basis as of a date selected by the broker-dealer. The 
annual audit for subsequent years must be as of the same date unless the SEC 
issues prior approval for a change of the broker-dealer’s fiscal year.
3.94 SEC Rule 17a-5 defines fiscal year as the broker-dealer’s fiscal year 
for reporting purposes; the fiscal year is not necessarily the same as the tax 
year. For purposes of defining a time period such as fiscal or calendar quarter, 
the last F riday or last business day of such period is acceptable.
3.95 I f  the broker-dealer selects a date for the annual audited financial 
statements that does not coincide w ith  the end of a calendar quarter, an additional 
unaudited Part I I  or Part IIA  of the FOCUS report must be filed by the broker- 
dealer as of the date of the annual audit (an exemption from this additional filing  
may be obtained i f  the fiscal year approximates the calendar year).
Consolidation of Subsidiaries
3.96 The instructions to the FOCUS report require tha t certain subsidi­
aries be consolidated i f  the broker-dealer has guaranteed, endorsed, or assumed 
the obligations or liabilities of those subsidiaries, and perm it the consolidation of 
other subsidiaries. (However, guarantees of specific obligations may be reflected 
in  the firm ’s capital computation by a single capital charge for the amount o f the 
item  guaranteed in  lieu of fu ll consolidation.) However, i f  the effect o f consoli­
dating any subsidiary is to improve net capital or the net capital ra tio  com­
puted pursuant to SEC Rule 15c3-1, the broker-dealer must obtain an opinion 
from legal counsel as of the date of the financia l statements (such opinion must 
be renewed annually) th a t the net assets of the subsidiary can be liquidated 
and d istributed to the broker-dealer w ith in  th ir ty  calendar days. Consolidating 
a subsidiary for the purpose of improving net capital or the net capital ratio  in  
the FOCUS report is not perm itted unless such a legal opinion is obtained.
The Annual Audited Report
3.97 The annual audited financial statements must be filed by the following:
•  Every member (w ith  certain narrow exceptions, such as specialists 
that do not do business w ith  customers, as well as option market makers
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on the CBOE) of a national securities exchange who transacts business 
in  securities directly w ith  or for persons other than members of 
national securities exchanges
•  Every broker-dealer (other than a member) who transacts a business 
in  securities through a medium of any member of a national securities 
exchange
•  Every broker-dealer registered in  accordance w ith  section 15 of the 
Exchange Act
•  OTC derivatives dealers registered pursuant to Section 15 of the 
Exchange Act5
3.98 The annual audited report should consist o f a facing page, a table of 
contents (report checklist), an oath or a ffirm ation, and the follow ing annual 
audited financia l statements w ith  appropriate footnotes:
•  Statement of financia l condition
•  Statement of income (loss)
•  Statement of cash flows
3.99 In  addition, Rule 17a-5 requires th a t the annual audited financia l 
statements also include a statement of changes in  stockholders’, partners’, or 
sole proprietor’s e q u i t y , ‡  and a statement of changes in  liab ilities  subordi­
nated to claims of general creditors.
3.100 The contents of each of the annual audited financia l statements are 
discussed in  Chapter 4, “Financial Statement Presentation and Classification,” 
and illustra tions are presented in  the fina l section of tha t chapter. Broker-deal­
ers tha t have issued securities to the public may also be subject to the 
disclosure rules th a t apply to publicly held companies. Such rules require tha t 
comprehensive financia l inform ation (including statements o f income and cash 
flows) be disseminated to stockholders.
3.101 The annual audited financia l statements should also contain the 
follow ing supplementary schedules, required by Rule 17a-5 and Regulation 
1.10(d)(2) of the CFTC as applicable:
•  Computation of net capital and required net capital under Rule 15c3-1
•  Computation for determ ination of reserve requirements under E xh ib it 
A  of Rule 15c3-3
•  Inform ation re la ting  to the possession or control requirements under 
Rule 15c3-3
•  A  schedule of segregation requirements and funds in  segregation for 
broker-dealers w ith  customers trad ing on U.S. commodity exchanges, 
as well as a schedule o f secured amounts and funds held in  separate 
accounts for customers trad ing  on non-U.S. commodity exchanges
5 R u le  17a-12, “R eports to  Be M ade b y  C e rta in  OTC D e riva tive s  D ea le rs,” inc ludes th e  re q u ire ­
m ents fo r au d ite d  a n nua l f in a n c ia l s ta tem en ts  o f OTC d e riva tive s  dealers re g is te re d  p u rs u a n t to 
Section 15 o f the  Exchange A c t un d e r a lim ite d  re g u la to ry  s tru c tu re , as discussed in  pa rag raph  3.125 
o f th is  G uide.
In  June  2004, the  SEC issued a ru le , S u p e rv is e d  In v e s tm e n t B a n k  H o ld in g  C om p a n ie s , to 
im p le m e n t S ection 17(i) o f th e  S ecurities Exchange A ct, w h ich  created a new  s tru c tu re  fo r consoli­
da ted superv is ion  o f h o ld in g  com panies o f b roker-dea lers, o r in ve s tm e n t b a n k  h o ld in g  com panies 
(IB H C s), and th e ir  a ffilia te s . A m ong o th e r th in g s , th is  ru le  am ends th e  a u d it re qu ire m en ts  fo r 
ove r-the-counte r d e riva tive  dealers in  R u le  17a-12 to  a llo w  the m  to  file , as p a r t o f th e ir  a n n u a l au d its , 
a sup p lem e nta l re p o rt re g a rd in g  th e  f irm ’s in te rn a l r is k  m anagem ent con tro l system s based on 
agreed-upon procedures ra th e r th a n  a u d itin g  standards. See foo tnote † to  th e  “ SEC R ule  15c3-1, ‘The 
U n ifo rm  N e t C a p ita l R u le ’” section s ta r tin g  in  pa rag raph  3.37 fo r m ore in fo rm a tio n  on th is  ru le .
‡‡ See foo tnote * to  pa rag raph  4.01.
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•  Reconciliations (including appropriate explanations) of m ateria l d if­
ferences, i f  any, between the following:
— The broker-dealer’s computation of net capital under Rule 15c3-1
— The computation for determ ination o f the reserve requirements 
under E xh ib it A  of Rule 15c3-3
— The schedule of segregation requirements and funds in  segrega­
tion included in  the unaudited FOCUS filin g
— The corresponding computations made by the independent audi­
to r based on the audited financia l statements
I f  there are no m ateria l differences, a statement tha t a reconciliation is not 
necessary pursuant to Rule 17a-5(d)(4) must be made.
3.102 Two m anually executed copies o f the annual audited financia l 
statements of the broker-dealer, together w ith  the report o f the independent 
auditor and a supplemental report on in terna l control, m ust be filed w ith  the 
SEC’s principal office in  Washington, DC, and one copy m ust be filed w ith  the 
regional SEC office for the region in  which the broker-dealer has its  principal 
place of business. I t  is also necessary to provide copies to the designated 
examining au thority  for the broker-dealer, to the self-regulatory organizations 
of which the broker-dealer is a member, and in  certain circumstances, to many 
of the states in  which the broker-dealer is registered.
3.103 The report must be filed (received by the SEC) w ith in  sixty calendar 
days after the date of the financial statements. I f  the broker-dealer cannot 
meet th is deadline w ithout undue hardship, an application for an extension of 
time (to a specified date not more than n inety calendar days after the date of 
the financia l statements) may be filed w ith  the appropriate regional office of 
the SEC before the due date o f the report. Notice of such application should 
also be sent to the principal office of the designated examining authority.
3.104 The application should state the reasons for the extension, describe 
the circumstances tha t are beyond the control of the broker-dealer, and ind i­
cate whether there are financia l or recordkeeping problems or i f  there are 
violations of net capital or the requirements of SEC Rule 15c3-3. The applica­
tion for an extension is required to be accompanied by a le tte r from  the 
independent public accountant answering the four questions in  SEC Rule 
17a-5 regarding extensions. The le tte r from the independent public accountant 
should therefore state the following:
a . The reasons for the extension request
b . W hether there is any indication of m ateria l inadequacies in  the 
accounting system, the control procedures, or the procedures for 
safeguarding securities
c. W hether there is any indication tha t the condition of the broker- 
dealer’s records is endangering its  a b ility  to supervise its registered 
representatives and the ir handling of customers’ accounts
d . W hether there is any indication tha t the broker-dealer is in  violation 
of the net capital requirements specified in  SEC Rule 15c3-1 or the 
requirements of SEC Rule 15c3-3 or has any significant financia l or 
recordkeeping problems
3.105 Because three of the four questions are answered based on tha t part 
o f the audit completed to date, i f  the auditor has not performed any significant 
aud it work, the auditor should so state in  his or her le tte r accompanying the 
extension request.
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3.106 S im ila r financia l statements must be filed w ith  the SEC (for gov­
ernment securities broker-dealers) w ith in  sixty calendar days after the date of 
the financia l statements and w ith  the CFTC (for FCMs) w ith in  n inety calendar 
days after the date of the financia l statements. Extension requests for an 
additional n inety calendar days may be filed w ith  the CFTC prio r to the 
scheduled filin g  date.
3.107 A ll annual audited financia l statements th a t are filed  w ith  the SEC 
are treated as public documents unless the broker-dealer makes two separate 
filings. I f  the broker-dealer requests confidential treatm ent (not available for 
public inspection), the complete set o f financia l statements should be marked 
“C O N F ID E N T IA L” and a separate pub lic document needs to be subm itted, 
containing the auditor’s report, the statement of financia l condition, the re­
lated notes, and the report on in terna l control i f  th a t report discloses a m ateria l 
weakness or m ateria l inadequacy.6
3.108 I f  the broker-dealer elects to file  the annual audited report w ith  the 
CFTC on a confidential basis, the confidential filings must be accompanied by 
a le tte r to petition for the report to remain confidential. The confidential 
portion should be bound separately from the public portion, and the confiden­
tia l portion marked to identify  i t  as nonpublic. The auditor should review 
CFTC rule 1.10(g) in  th is regard. In  addition to the statement o f financial 
condition, the related notes, and the report on in terna l control, the CFTC 
“public” filin g  also includes the supplemental schedules.7
3.109 The filin g  w ith  the various exchanges o f which the broker-dealer is 
a member should include both (a) the complete annual audited report filed  w ith  
the SEC and the CFTC on a confidential basis and (b ) the additional filin g  
made w ith  the SEC and CFTC as a public document.7
Filings Concurrent With the Annual Audited Report 
Report on Internal Control Required by SEC Rule 17a-5
3.110 The auditing procedures should be sufficient to provide reasonable 
assurance th a t m ateria l inadequacies existing a t the aud it date would be 
disclosed.
3.111 Concurrent w ith  the filin g  of the annual audited report, the broker- 
dealer is required to file  a supplemental report on in terna l control. This report 
is issued by the independent auditor, describing any m ateria l inadequacies 
found to exist or to have existed since the date o f the previous audit.
3.112 The aud it is to be made in  accordance w ith  GAAS and should 
include the following:
•  A  review of the accounting system
•  A  review of in terna l control and procedures for safeguarding securities
•  Procedures to test the broker-dealer’s compliance w ith  the following:
— The periodic computations of net capital under Rule 17a-3(a)(11) 
and the reserve required by Rule 15c3-3(e)
— The quarte rly securities count rule (Rule 17a-13)
— Regulation T requirements for prompt payment of securities
— The requirements for safeguarding securities (possession and control)
— The daily computations o f the segregation and foreign set-aside 
requirements of the Commodity Exchange Act
7 See foo tnote 3.
6 See foo tnote 3.
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3.113 The supplemental report should indicate any corrective action 
taken or proposed by the broker-dealer. I f  the audit did not disclose any 
m ateria l inadequacies, the supplemental report on in terna l control should 
include a statement to th a t effect.
3.114 D uring the course of the audit, i f  the independent auditor deter­
mines tha t a m ateria l inadequacy exists, he or she should call i t  to the 
attention of the chief financia l officer o f the broker-dealer, who then has the 
responsibility o f inform ing the SEC w ith in  twenty-four hours. I f  th is  notifica­
tion does not occur, the auditor has the responsibility o f inform ing the SEC.
Report to State Regulatory Agencies
3.115 Other filings may be required by various state regulatory agencies. 
The auditor should determine, by inqu iry  of the client, the states in  which the 
annual audited report, or portions thereof, is required to be filed and who 
(client or auditor) is to make such filings. Some jurisdictions (including C ali­
fornia, Connecticut, and others) require a specific form  of oath or a ffirm ation 
to accompany the annual audited report. Others may require the filing  of a 
statement of financial condition only, and not the supplemental report on internal 
control structure, and others may not require any financial statement filings.
Financial Statements to Be Furnished to Customers of Securities 
Broker-Dealers
3.116 Unless the broker-dealer is exempt by reason of SEC or CFTC rules, 
a statement o f financia l condition w ith  appropriate notes, including the 
amount of net capital and required net capital pursuant to Rule 15c3-1 (the 
uniform  net capital rule), is required to be mailed semiannually to a ll custom­
ers (as defined in  the rule) carried by the broker-dealer.
3.117 The rule requiring tha t the statement of financia l condition be 
furnished to customers also provides that certain notices be given to each customer 
concurrently w ith  the statement of financial condition being furnished. These 
notices advise the customer o f the ava ilab ility  at specified locations o f (a )  the 
latest audited statement of financia l condition filed  pursuant to Rule 17a-5 
(meaning the public report filed  concurrently w ith  the annual audited report) 
and (b) notification i f  the auditor had commented on any m ateria l inadequacies 
in  connection w ith  the most recent annual audited report.
3.118 The audited statement of financia l condition is required to be sent 
to customers w ith in  one hundred five days after the date of the financia l 
statement. This statement should be consistent w ith  the statement filed as a 
public document. An extension of time may be requested from the SEC.
3.119 Broker-dealers are also required by the SEC to fu rn ish  each cus­
tomer w ith  an unaudited statement o f financia l condition dated six months 
after the date of the audited financia l statements. The unaudited statement 
should conform to the audited statement w ith  respect to presentation and 
disclosure requirements, and should be furnished w ith in  sixty-five days of the 
statement date.
3.120 In  view of the requirements and definitions re la ting  to the supple­
mental report on in terna l control, careful consideration should be given to 
determ ining th a t the suggestions for improving organization, procedures, or 
efficiency tha t are included in  reports to management upon completion of the 
aud it are not reportable under SEC Rule 17a-5.
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Other Reports
Reports on Agreed-Upon Procedures for Distributions
3.121 Broker-dealers d istribute securities of government-sponsored en ti­
ties. In  connection w ith  those activities, government-sponsored entities may 
require th a t broker-dealers have the ir auditors issue reports on agreed-upon 
procedures concerning compliance w ith  selling-agreement covenants. An illu s ­
tra tive  report is shown as Appendix I, “Agreed Upon Procedures.”
Rules Applicable to Broker-Dealers in Commodities 
and U.S. Government Securities
3.122 The follow ing are the prim ary regulations under the Commodity 
Exchange Act and rules under the Government Securities Act o f 1986 th a t are 
currently applicable to the audit o f broker-dealers in  commodities and govern­
ment securities.
Commodities Futures Commission Merchants
3.123 The follow ing are applicable to FCMs:
•  P a r t  1  ( 1 7  C F R  C h  1 P a r t  1— G e n e ra l R e g u la t io n s  U n d e r  th e  C o m m o d ­
i t y  E x c h a n g e  A c t )
— Regulation 1.10, “F inancial Reports of Futures Commission M er­
chants and Introducing Brokers”
— Regulation 1.12, “Maintenance of M in im um  Financial Require­
ments by Futures Commission Merchants and Introducing Brokers”
— Regulation 1.16, “Qualifications and Reports of Accountants”
— Regulation 1.17, “M in im um  Financial Requirements for Futures 
Commission Merchants and Introducing Brokers”
— Regulations 1.20-1.30, “Segregation of Customers’ Funds”
— Regulations 1.31-1.37, “FCM Recordkeeping Requirements”
•  P a r t  3 0  ( 1 7  C F R  C h  1 P a r t  3 0 — F o r e ig n  F u tu r e s  a n d  F o r e ig n  O p t io n s  
T ra n s a c t io n s )
— Regulation 30.7, “Treatment Foreign Futures and Foreign Op­
tions Customers’ Secured Am ount”
•  P a r t  3 2  (1 7  C F R  C h  1 P a r t  3 2 )
— “Regulation o f Commodity Option Transactions”
— Commodity Exchange Act (7 USC section 4d(2)), “Segregation 
Requirements”
Government Securities Broker-Dealers
3.124 The follow ing are applicable to government securities broker-deal­
ers under 17 CFR Ch IV:
•  Part 402, “Financial Responsibility”
•  Part 403, “Protection of Customer Securities and Balances”
•  Part 404, “Recordkeeping and Reservation o f Records”
•  Part 405, “Reports and A u d it”
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OTC Derivatives Dealers||||
3.125 An alternative regulatory framework has been created for OTC 
derivatives dealers. The rules establish a special class of broker-dealers who 
may choose to register w ith  the SEC under a lim ited  regulatory structure. An 
OTC derivatives dealer’s securities activities are lim ited  to (a )  engaging in  
dealer activities in  “eligible OTC derivative instrum ents,” as defined in  new 
Rule 3b-13, th a t are securities; (b) issuing and reacquiring securities th a t are 
issued by the dealer, including warrants or securities, hybrid  securities and 
structured notes; (c) engaging in  cash management securities activities as set 
out in  new Rule 3b-14; ( d )  engaging in  “ancillary portfolio management securi­
ties activities” as defined in  new Rule 3b-15; (e ) engaging in  such other 
securities activities th a t the Commission designates by order.
3.126 The rules and rule amendments ta ilo r capital, margin, and other 
broker-dealer regulatory requirements to OTC derivatives dealers. These ta i­
lored requirements include an alternative net capital regime, exemptions from 
certain provisions of the Exchange Act, and modified rules governing record­
keeping and reporting, substantia lly the same as for fu lly  regulated broker- 
dealers, but tailored to the business of OTC derivatives dealers. New rules 
adopted under the Exchange Act include Rules 3b-12, 3b-13, 3b-14, 3b-15, 
11a1-6, 15a-1, 15b9-2, 15c3-4, 17a-12, 36a1-1, and 36al-2. Various Exchange 
Act rules have been amended, and Form X-17A-5 was revised.
|||| See foo tnote  5 to  pa rag raph  3.97.
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Chapter 4 
Financial Statement Presentation 
and Classification
Introduction
4.01 Broker-dealers are guided in  their preparation of financial statements 
prim arily  by generally accepted accounting principles (GAAP) for business enter­
prises in  general. However, broker-dealers are further subject to SEC Rule 17a-5 
and the Financial and Operational Combined Uniform  Single (FOCUS) forms 
thereunder. That rule requires, in  addition to monthly and quarterly filings on the 
prescribed forms (Form X-17A-5—FOCUS Parts I, I I  and IIA), annual audited 
financial statements, which include a statement of financial condition, a statement 
of income or operations, a statement of cash flows, a statement of changes in  
stockholders’ or partners’ or sole proprietor’s equity, and a statement of changes 
in  liabilities subordinated to claims of general creditors. Also required are certain 
supporting schedules for various specified computations. These are illustrated in  
Exhibits 4-1 to 4-9 at the end of the chapter.
4.02 In  addition to the disclosures shown in  E xh ib it 4-8, “Notes to Con­
solidated Financial Statements,” at the end of th is chapter, there may be 
certain other disclosures required under Regulation S-X of the Securities and 
Exchange Commission (SEC) for those companies tha t are registered under 
section 12(b) or 12(g) of the Securities Exchange Act of 1934. Regulation S-X 
does not apply to the financia l statements filed w ith  the SEC under Rule 17a-5, 
but the independence requirements of Regulation S-X do apply.†
FASB S tatem ent No. 150, A c c o u n tin g  fo r  C e rta in  F in a n c ia l In s tru m e n ts  w ith  C h a ra c te r is tic s  o f  
bo th  L ia b ili t ie s  a n d  E q u ity , establishes standards fo r how an issuer classifies and measures certa in  
fina nc ia l ins trum en ts  w ith  characteristics o f both lia b ilitie s  and equity. T h is  S tatem ent m ay have a 
s ign ifica n t im pact on the  f ina nc ia l statem ents o f ce rta in  broker-dealers, in c lud ing  statem ents o f fina nc ia l 
condition, statem ents o f changes in  stockholders’ equities, as w e ll as certa in  notes to  fin a n c ia l sta te ­
ments. Fo r example, under FASB S tatem ent No. 150, broker-dealers th a t have issued shares th a t m u st 
be sold back to  the  company upon the  ho lde r’s death or te rm in a tio n  o f em ploym ent m u st record those 
shares as lia b ilitie s , ra th e r th a n  equity, as the y p reviously were trea ted  under GAAP, because the  shares 
are m a n d a to rily  redeemable upon an event ce rta in  to  occur. As a re su lt, some broker-dealers m ay no t 
re po rt any eq u ity  in  th e ir  G AAP fina nc ia l statem ents and m ay have in su ffic ie n t ne t cap ita l under Rule 
15c3-1.
In  February 2004, the  SEC granted tem porary re lie f from  certa in  provisions o f the  SEC Rule 15c3-1, 
N e t C a p ita l R eq u ire m e n ts  fo r  B ro ke rs  o r  D ea le rs , w ith  respect to  the  an tic ipa ted  im pact o f FASB 
S ta tem ent No. 150 on broker-dealers th a t are non-public en tities. See footnote * to  the  S E C  R u le  15c3-1, 
“The U n ifo rm  N e t C a p ita l R u le ”  section s ta rtin g  in  paragraph 3.37 fo r m ore in fo rm a tio n  on FASB 
S tatem ent No. 150 and the  re la ted  SEC tem pora ry  re lie f.
Readers should also re fe r to  N A S D  N otice to  M em bers 04-33, L im ite d  N e t C a p ita l R e lie f fro m  the  
R e c la s s ific a tio n  o f  C e rta in  E q u ity  as L ia b ili t ie s  in  A cco rdance  w ith  S ta te m e n t o f  F in a n c ia l A c c o u n tin g  
S ta n d a rd s  N o. 150, and N Y SE  In fo rm a tio n  M em o 04-23, F in a n c ia l A c c o u n tin g  S ta n d a rd s  B o a rd  S ta te ­
m e n t N o. 150— T e m p ora ry  R e lie f  on  C a lc u la tio n  o f  N e t C a p ita l, w h ich  provide regu la to ry  guidance fo r the  
im p lem en ta tion  o f the  de ferral.
† In  Jan ua ry  2003, the  SEC adopted am endm ents to  its  requ irem ents regard ing  au d ito r inde­
pendence to  enhance the  independence o f accountants who a u d it and review  fina nc ia l statem ents and 
prepare a ttes ta tio n  reports file d  w ith  the SEC. In  A ugust 2003, the  SEC’s O ffice o f the  C h ie f A ccoun tant 
provided responses to  35 fre que n tly  asked questions regard ing  the  app lica tion  o f these ru les. The la s t 
question, num ber 35, indicates th a t the  scope o f services provisions o f Sarbanes-Oxley extend to  aud ito rs  
o f p r iva te ly  he ld broker-dealers. Accordingly, aud ito rs  o f p r iva te ly  he ld  broker-dealers are res tric ted  from  
perfo rm ing  those services specifica lly excluded by Sarbanes-Oxley and are expected to  com ply w ith  a ll 
o ther SEC independence rules, inc lud ing  those th a t p ro h ib it bookkeeping and the preparation o f financia l
(c o n tin u e d )
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4.03 Broker-dealers commonly prepare the ir financia l statements on a 
single-year basis, which complies w ith  the requirements o f SEC Rule 17a-5. 
Coexisting financia l statements for other than regulatory filings (such as bank 
lending requirements or reports to shareholders) are also generally prepared 
on a single-year basis.
4.04 Over-the-counter (OTC) derivatives dealers registered pursuant to 
Section 15 of the Exchange Act under an alternative regulatory framework as 
discussed in  paragraph 3.125 of th is Guide, are subject to SEC Rule 17a-12. 
Rule 17a-5 states th a t an OTC derivatives dealer may comply w ith  Rule 17a-5 
by complying w ith  the provisions of Rule 17a-12. The rules governing reporting 
for OTC derivatives dealers remain substantia lly the same as for fu lly  regu­
lated broker-dealers. However, they have been tailored to the business of OTC 
derivatives dealers. Readers should refer to the requirements of Rule 17a-12 
for guidance on reports to be made by OTC derivatives dealers.‡
4.05 Some of the unique a ttributes of the financia l statements and the 
accounts or captions appearing therein, as they relate to broker-dealers, are 
discussed in  the follow ing sections.
Financial Statements 
Statement of Financial Condition
4.06 The audited statement of financia l condition should be in  a form at 
and on a basis consistent w ith  the totals reported on the statement o f financia l 
condition contained in  Part I I  or Part I IA  of the FOCUS report, as filed by the 
broker-dealer. This presentation should conform w ith  GAAP. See paragraph 
4.08 for a discussion on subordinated liab ilities  and stockholders’ equity, or 
partners’ or proprietor’s capital. However, current and noncurrent classifica­
tions are o rd inarily  not presented in  the statement of financia l condition 
because such a d istinction norm ally has litt le  meaning for brokers and dealers.
4.07 The statement of financia l condition, when presented w ith  the other 
basic financia l statements, should disclose on the face of the statement or in  a 
note the components of stockholders’ equity (for example, preferred stock, 
common stock, additional paid-in capital, and retained earnings). However, the 
statement of financia l condition presented alone (for example, the statement 
of financia l condition bound separately for the SEC; see the discussion of 
confidentiality in  the section of Chapter 3 entitled “The Annual Audited 
Report”) and the statement of financia l condition furnished to customers (see 
the section of Chapter 3 entitled “F inancial Statements to Be Furnished to 
Customers of Securities Broker-Dealers” ) has trad itiona lly  not disclosed the 
components of stockholders’ equity.
4.08 Subordinated liab ilities  and stockholders’ equity (or partners’ or 
proprietor’s capita l)|| should be presented separately. Because of the unique 
characteristics of qualify ing subordinated liab ilities , disclosure should be 
made in  the notes to the financia l statements or the separate statement of 
financia l condition o f the amount of subordinated debt for which six months’ 
notice has been given of in ten t to w ithdraw.
( fo o tn o te  c o n tin u e d )
sta tem en ts fo r p r iv a te ly  he ld  b roker-dea lers. However, as ind ica ted  by the  response to  question  
nu m ber 35, the  a u d ito r ro ta tio n  ru le s  do no t ap p ly  to  au d ito rs  o f p r iv a te  broker-dea lers. SEC answers 
to  fre q u e n tly  asked questions re g a rd in g  the  independence ru le s  can be fou nd  a t w w w .sec.gov/info/ 
accountants/oca faqaudind080703 .htm .
‡  See foo tnote 5 to  pa ragraph  3.97.
|| See foo tnote * to  pa ragraph  4.01.
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Statement of Income or Operations
4.09 The statement o f income or operations should be in  a form at tha t is 
consistent w ith  the statement contained in  Part I I  or Part I IA  of the FOCUS 
report, and i t  should disclose separately the sources of the broker-dealer’s 
revenues (such as brokerage commissions, trad ing and investment gains or 
losses, underw riting  profits or losses, fee income, dividends, and interest). 
Expenses should be reported by major types (such as employee compensation 
and benefits, communications, occupancy and equipment, interest, floor bro­
kerage, and clearance fees).
Statement of Cash Flows
4.10 The statement of cash flows is required when financia l statements 
present both the statement of financia l condition and the statement of income 
or operations in  conform ity w ith  GAAP. Broker-dealers report the ir trad ing 
securities activities in  the operating section of the statement of cash flows. This 
presentation is appropriate for the securities industry because, unlike other 
industries, broker-dealers’ business is to acquire and finance securities.
Statement of Changes in Ow nership Equity||
4.11 The statement of changes in  ownership equity should be in  a form at 
th a t is consistent w ith  the statement contained in  Part I I  or Part I IA  of the 
FOCUS report. This statement is required whether the reporting broker- 
dealer is a corporation, partnership, or sole proprietor. I t  should disclose the 
principal changes in  the equity accounts of the broker-dealer during the 
periods for which a statement o f income or operations is presented.
Statement of Changes in Liabilities Subordinated to Claim s of 
General Creditors
4.12 The SEC requires a  statement showing the increases and decreases 
to subordinated liab ilities  for each year being reported on. This statement is 
required even i f  no increases or decreases in  subordinated liab ilities  occur 
during the year; however, no statement is required i f  no subordinated lia b ili­
ties exist at any tim e during the year.
Consolidation of Subsidiaries
4.13 Annual audited financia l statements o f a company and its  subsidiar­
ies that are presented in  conformity w ith  GAAP are presented on a consolidated 
basis in  accordance w ith  FASB Statement No. 94, C o n s o l id a t io n  o f  A l l  M a j o r ­
i t y - O w n e d  S u b s id ia r ie s . 1 However, audited financia l statements filed pursu­
ant to Part I I  or Part IIA  of the FOCUS report may have different consolidation 
requirements. I f  the statement of financial condition, filed on Part I I  or Part IIA  
of the FOCUS report, is not on a consolidated basis, or i f  consolidation on Part I I
|| See foo tnote * to  pa rag raph  4.01.
1 O n F e b ru a ry  23, 1999, th e  FASB re leased an exposure d ra ft (revised) o f a proposed FASB
S ta tem ent, C o n s o lid a te d  F in a n c ia l S ta te m e n ts : P u rp o se  a n d  P o lic y — R evis ion  o f E xposure D ra ft 
issued O ctober 16, 1995, th a t, in  a d d itio n  to  o th e r m a tte rs , w ou ld  supersede FASB S ta te m en t N o. 94. 
The FASB decided in  2001 to  te m p o ra rily  suspend w o rk  on con so lida tion  po licy  issues, and focus its  
e ffo rts  on develop ing in te rp re tiv e  gu idance fo r special s itu a tio n s , in  p a rtic u la r va ria b le  in te re s t 
e n titie s . However, fo llo w in g  th e  issuance o f FASB In te rp re ta tio n  No. 46R, C o n s o lid a tio n  o f  V a ria b le  
In te re s t E n t it ie s ,  the  FASB decided to  resum e w o rk  on c e rta in  issues re la te d  to  conso lida tion  po licy 
and in  J a n u a ry  2004 d irec ted  its  s ta f f to  begin research on th e  ne x t phase o f a p o te n tia l p ro jec t on 
conso lida tion  policy.
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or Part I IA  o f the FOCUS Report is on a “one line” (equity) basis, i t  may d iffe r 
from the statement reported on by the independent auditor. The SEC requires 
th a t such differences, i f  m ate ria l, be disclosed in  a note to the audited 
financ ia l statements or included as supplem entary in form ation.
4.14 In  addition, the SEC requires disclosure of summary financia l in fo r­
mation (including assets, liab ilities, and net worth) concerning subsidiaries 
consolidated in  the financia l statements presented in  conform ity w ith  GAAP i f  
th a t consolidation differs from the presentation in  the unaudited Part I I  or 
Part I IA  FOCUS filing . Further, for subsidiaries consolidated under the flow­
through capital benefits o f Appendix C of SEC Rule 15c3-1, the effect o f the 
consolidation on net capital and required net capital o f the broker-dealer must 
be disclosed in  the notes to the statement of financia l condition furnished to 
customers.
Supplementary Schedules
4.15 Certain supplementary schedules are required to be filed w ith  the 
financia l statements. These supplementary schedules should be presented in  
the form at required by SEC and CFTC rules and should be filed as a part of 
the FOCUS report. The independent auditors’ report is required to cover these 
schedules, which should be filed as o f the audit date.
Computation of Net Capital Pursuant to SEC Rule 1 5c3 -1#
4.16 This schedule shows the computation of the net capital and required 
net capital o f the broker-dealer. A  reconciliation is required i f  m ateria l d iffe r­
ences exist between the computation reported on by the independent aud itor 
and the broker-dealer’s unaudited filin g  of Part I I  or Part IIA  o f the FOCUS 
report. I f  no m ateria l differences exist, a statement to tha t effect must be made 
in  the schedule.
Computation for Determination of Reserve Requirements 
Pursuant to Rule 15c3-3
4.17 This schedule shows the computation o f the required deposit in  
special reserve bank accounts for the exclusive benefit o f customers. A  recon­
cilia tion  is required i f  m ateria l differences exist between the computation 
reported on by the independent auditor and the computation filed previously 
by the broker-dealer in  the unaudited FOCUS report. I f  no m ateria l differences 
exist, a statement to th a t effect must be made in  the schedule.
Information Relating to Possession or Control Requirements 
Under Rule 15c3-3
4.18 This schedule discloses the number of security positions and the 
related m arket value of securities required to be in  possession or control tha t 
had not been reduced to possession or control in  the proper time frame because
(a) properly issued segregation instructions were not acted upon or (b ) segre­
gation instructions were not issued. In  addition, for those items not in  posses­
sion or control, the current status of the reduction of those items to possession 
and control should be included w ith in  the schedule.
#  See foo tnote * to  th e  “ SEC R ule  15c3-1, ‘The U n ifo rm  N e t C a p ita l R u le ’” section s ta r tin g  in  
pa rag raph  3.37.
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Schedules of Segregation Requirements and Funds in 
Segregation Pursuant to the Commodity Exchange Act
4.19 The segregation schedule shows the computation of the amount of 
funds th a t must be segregated for customers trad ing on U.S. commodity 
exchanges and the to ta l funds segregated by the broker-dealer to meet those 
requirements. The secured amount schedule shows the computation of funds 
required to be set aside in  separate accounts for customers trad ing  on non-U.S. 
commodity exchanges and the amount of funds in  such separate accounts.
Statement-of-Financial-Condition Account Descriptions
4.20 Many statement-of-financial-condition accounts contained in  a broker- 
dealer’s general ledger are self-explanatory. The captions discussed in  the 
follow ing paragraphs require special comment because they contain certain 
characteristics th a t are unique to broker-dealers.
Cash
4.21 Cash in  banks subject to w ithdraw al restrictions, restricted deposits 
held as compensating balances, and cash segregated in  compliance w ith  federal 
or other regulations (such as cash deposited in  a special reserve bank account 
for the exclusive benefit o f customers pursuant to SEC Rule 15c3-3) should be 
classified separately in  the statement of financia l condition or disclosed in  the 
notes to the financia l statements. Because of the a ttributes of segregated cash 
and related assets under CFTC rules, many futures commission merchants 
and some broker-dealers disclose in  the notes a summary of the computation 
o f segregation requirements and funds in  segregation.
Memberships in Exchanges
4.22 Exchange memberships provide the broker-dealer w ith  the r ig h t to 
do business on the exchanges of which the broker-dealer is a member. Many 
broker-dealers have memberships in  several exchanges and have more than 
one membership in  any particu la r exchange. Memberships are usually regis­
tered in  the names of ind ividuals who are affilia ted w ith  the broker-dealer. A  
membership held in  the name o f an ind iv idua l is considered to be an asset o f 
the broker-dealer i f  i t  is held by the broker-dealer under an agreement (such 
as an ABC agreement2) tha t would require the member, upon leaving the 
broker-dealer, to do one of the following:
a . Pay the member organization the amount necessary to purchase 
another membership ( if  the named ind iv idua l wished to reta in  the 
membership)
b. Sell the membership and pay the proceeds over to the member 
organization
c. Transfer the membership for a nominal consideration to a person 
designated by the member organization and satisfactory to the 
exchange
2 A B C  agreem ent is  an agreem ent be tw een a brokerage f irm  and one o f its  em ployees sp e llin g  
ou t th e  f irm ’s r ig h ts  w hen  i t  purchases a N Y S E  m em bersh ip  fo r th e  em ployee. O n ly  in d iv id u a ls  can 
be m em bers o f the  N Y S E , and i t  is  com m on practice  fo r a f irm  to  finance the  purchase o f a 
m em bersh ip , o r seat, by  one o f its  employees. The N Y S E  approved A B C  agreem ent con ta ins the  
fo llo w in g  p rov is ions re g a rd in g  th e  fu tu re  d ispo s ition  o f th e  seat: (1) th e  em ployee m ay re ta in  the  
m em bersh ip  and buy an o th e r seat fo r an in d iv id u a l designated by th e  f irm , (2) th e  em ployee m ay se ll 
th e  seat and g ive the  proceeds to  the  firm , o r (3) the  em ployee m ay tra n s fe r th e  seat to  an o the r 
em ployee o f the  firm .
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4.23 A membership may be considered to be an asset o f the broker-dealer 
i f  its  use has been contributed to the broker-dealer under a formal or inform al 
subordination agreement.
Receivables From and Payables to Broker-Dealers and 
Clearing O rganizations
4.24 Receivables from broker-dealers and clearing organizations may in ­
clude amounts receivable for securities failed to deliver, certain deposits for 
securities borrowed, amounts receivable from clearing organizations relating to 
open transactions, good-faith and margin deposits, and commissions and floor-bro­
kerage receivables. Payables to broker-dealers and clearing organizations include 
amounts payable for securities failed to receive, certain deposits received for 
securities loaned, amounts payable to clearing organizations on open transac­
tions, and floor-brokerage payables. In  addition, the net receivable or payable 
arising from unsettled trades would be reflected in  those captions.
4.25 I f  a broker-dealer clears transactions on behalf o f or through corre­
spondents, there may be balances in  the omnibus accounts w ith  one or more of 
the correspondents. Balances included in  th is category may be shown sepa­
rate ly as due from or due to correspondent brokers.
4.26 Fail-to-Deliver. A broker-dealer tha t sells securities, either for its 
own account or for a customer’s account, but does not deliver the securities on 
the settlement date records the selling price, including any accrued interest, as 
an asset in  the receivable account due from broker-dealers. This asset w ill be 
collected upon delivery of the securities.
4.27 Fail-to-Receive. A  broker-dealer tha t purchases securities, either 
for its  own account or for a customer’s account, but does not receive the 
securities on the settlement date records the amount of money representing 
the purchase price of the securities, including any accrued interest, as a 
lia b ility  to the selling broker-dealer. This lia b ility  is paid when the securities 
are received by the purchasing broker-dealer.
4.28 Clearing Organizations Receivables/ Payables. As described in  
Chapter 1, “The Securities Industry,” clearing organizations provide efficient 
and orderly trade clearance and settlement services for which broker-dealers 
pay fees. Clearing organizations perform posttrade processing and trade compari­
sons among numerous broker-dealers and act as settlement agents between 
buying and selling broker-dealers. In  general, the m ajority o f financial in s tru ­
ment transactions are compared and cleared through a clearing organization.
4.29 A ll continuous net settlement transactions (see paragraph 1.34 for a 
description of these transactions) are netted at each clearing organization to 
one cash settlement position. Therefore, i f  the contract amount of the securities 
received (purchased) is greater than th a t delivered (sold), the broker-dealer 
records a payable to the clearing organization for the net movement.
4.30 Securities Borrowed. Broker-dealers borrow securities from other 
broker-dealers or institu tions for the follow ing purposes:
•  To deliver them in  place of securities not available because customers 
or broker-dealers sell short (sell securities not owned), customers sell 
securities before they deliver them, or customers deliver securities 
lacking proper endorsements, preventing the ir delivery to buyers
•  To lend them in  connection w ith  finder or conduit transactions
•  To be used for other purposes perm itted under Federal Reserve Regu­
lation T (Regulation T)
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4.31 Broker-dealers may advance cash, pledge securities as allowed un­
der Regulation T (perm itted securities), or issue letters of credit as collateral 
for borrowed securities. Cash is typ ica lly in  excess of the m arket value of the 
securities borrowed. The amount of collateral required may increase or de­
crease depending on changes in  the value of the securities. The borrowing 
broker-dealer norm ally receives a rebate on the cash tha t i t  exchanges for the 
securities borrowed.
4.32 S e c u r i t ie s  L o a n e d .  Securities are loaned to other broker-dealers as 
a method of financing or in  a finder or conduit business. Collateral, generally 
cash, is received for the securities loaned. A  rebate is paid by the lending 
broker-dealer on the money received for the securities lent. I t  should be noted 
th a t SEC Rule 15c3-3 specifies th a t customers’ fu lly  paid and excess margin 
securities may not be lent, except as specifically allowed under the rule.
4.33 Accounting Principles Board Opinion No. 10, O m n ib u s  O p in io n — 
1 9 6 6 , paragraph 7, states tha t “ i t  is a general principle o f accounting th a t the 
offsetting of assets and liab ilities  in  the balance sheet is improper except where 
a rig h t o f setoff exists.” A  debtor having a va lid  r ig h t of setoff may offset the 
related asset and lia b ility  and report the net amount.
4.34 FASB In te rp re ta tion  No. 39 defines r ig h t o f setoff and specifies 
w hat conditions m ust be m et to have th a t rig h t. Specifically, FASB In te r­
p re ta tion  No. 39, O f f  s e t t in g  A m o u n t s  R e la te d  to  C e r ta in  C o n t r a c t s ,  provides 
in  paragraph 5c th a t a r ig h t o f setoff exists when a ll o f the fo llow ing 
conditions are met.
a. Each of tw o  parties owes the other determinable amounts.
b. The reporting party has the rig h t to set o ff the amount owed w ith  the 
amount owed by the other party.
c. The reporting party intends to set off.
d . The rig h t of setoff is enforceable at law.
Securities borrowed and securities loaned transactions tha t do not have explicit 
settlement dates do not meet the requirement in  paragraph 5c o f FASB 
In terpre ta tion No. 39. Appendix D-43 to the E I T F  A b s t r a c ts  contains the FASB 
s ta ff response to inquiries about the nature of support required for an assertion 
in  financia l statements th a t a r ig h t o f setoff is enforceable at law. Balances 
arising from securities borrowed and loaned transactions th a t are accounted 
for as secured borrowings are presented gross on the statement of financia l 
condition because they do not have explic it settlement dates. FASB Statement 
No. 140, A c c o u n t in g  f o r  T r a n s fe r s  a n d  S e r v ic in g  o f  F in a n c ia l  A s s e ts  a n d  
E x t in g u is h m e n t s  o f  L i a b i l i t i e s ,  provides specific c rite ria  for determ ining 
whether a securities lending transaction is to be accounted for as a sale or as a 
secured borrowing (see Chapter 7, “Accounting Standards,” for a discussion of 
secured borrowing and collateral) and provides an illu s tra tion  of the la tter.
Receivables From and Payables to Customers
4.35 The term  c u s to m e rs  generally excludes other broker-dealers; persons 
who are principal officers, directors, and stockholders; and persons whose 
securities or funds are part o f the regulatory net capital o f the broker-dealer. 
Another broker-dealer’s account can be classified as a customer i f  the account 
is carried as an omnibus account in  compliance w ith  Regulation T. The ac­
counts of principal officers, directors, and stockholders may be combined in  the 
customer captions i f  they are not m ateria l and the combination is disclosed in  
the oath th a t is required to accompany the annual audited FOCUS report.
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Securities Sold Under Agreements to Repurchase
4.36 A  repurchase transaction (repo) is, in  its  simplest form, a sale of a 
security coupled w ith  an agreement by the seller to repurchase the same or 
substantia lly the same security3 from the same counterparty at a fixed or 
determinable price (generally the orig inal sale price plus accrued interest) 
w ith in  a fixed or variable tim e period. FASB Statement No. 140 provides 
specific c rite ria  fo r determ in ing w hether repos should be accounted fo r as 
sales or as secured borrowings (see the discussion of secured borrowings in  
Chapter 7).
Securities Purchased Under Agreements to Resell
4.37 A  reverse repurchase agreement (reverse repo or resale), is, in  its 
simplest form, the purchase of a security a t a specified price w ith  an agreement 
to sell the same or substantia lly the same security to the same counterparty at 
a fixed or determinable price at a fu ture date. Repos and reverse repos tha t are 
accounted for as secured borrowings (see Chapter 7 for a discussion) should be 
recorded as both assets and liab ilities  on the statement of financia l condition 
and may be netted i f  the conditions of FASB In terpre ta tion No. 41, O ffs e t t in g  
o f  A m o u n ts  R e la te d  to  C e r ta in  R e p u rc h a s e  a n d  R e v e rs e  R e p u rc h a s e  A g re e ­
m e n ts , are met.
Securities Owned and Securities Sold, Not Yet Purchased
4.38 Proprietary securities transactions entered into by the broker-dealer 
for trad ing or investment purposes are included in  “Securities Owned and 
Securities Sold, Not Yet Purchased.”
4.39 Although proprietary trad ing is frequently thought of as purchasing 
securities for sale to others, trad ing securities for the broker-dealer’s own 
account sometimes leads to a lia b ility  for the m arket value of securities sold 
but not yet purchased, tha t is, sold short. The broker-dealer is then obligated 
to purchase the securities at a fu ture date at the then-current m arket price.
4.40 Security positions resulting from proprietary trad ing  are reported at 
current m arket or fa ir values, and unrealized gains or losses resulting from 
m arking these to the m arket or fa ir value are included in  p ro fit or loss. The 
m ark to m arket o f fixed-income securities owned th a t were purchased at a 
discount or premium is composed of accreted interest income or changes in  
m arket valuations of the securities or both. Consideration should be given to 
reporting these components separately as interest income and trad ing  gains 
and losses, respectively. See Chapter 7 for a more complete discussion of 
valu ing securities owned and securities sold, not yet purchased.
4.41 Specific requirements regarding jo in t accounts w ith  other broker- 
dealers are included in  the instructions to the FOCUS report. For jo in t ac­
counts carried by the broker-dealer, the applicable portion o f the securities or 
other positions should be included in  the appropriate securities owned or other 
classifications, and the other parties’ interests in  the ledger balance are included 
in  receivables or payables. I f  the jo in t account is carried by another broker-dealer, 
the share of the broker-dealer being reported on should be determined w ith  a 
contraliability to or receivable from the carrying broker-dealer.
4.42 Broker-dealers acting as principals in  underwriting and when-issued 
contracts have contractual commitments. Disclosure should be made of such
3 The m ean ing  o f s u b s ta n t ia lly  th e  sam e  is exp la ined  in  pa rag raph  48 o f FASB S ta te m en t No.
140.
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commitments. The broker-dealer’s share (assuming such share is not merely 
contingent) in  underw riting  or jo in t accounts w ith  other broker-dealers for 
issued securities should be included w ith  its trad ing  accounts.
Bank Loans
4.43 Bank loans represent obligations incurred by a broker-dealer to 
finance securities purchases by customers on margin; to satisfy amounts owed 
for settling securities purchases, net o f sales; to finance the firm ’s securities 
inventories; or for other corporate purposes. These loans may be secured or 
unsecured. Secured bank loans are generally collateralized by marketable 
securities. Broker-dealers should disclose in  the notes to the financia l state­
ments the general a ttributes of the loans, including the collateral pledged.4
4.44 Customer-owned securities may be used only to collateralize cus­
tomer loans. Unsecured loans are always firm  loans. Only securities belonging 
to the firm  or its subordinated lenders, partners, principal officers, or directors 
can be used as collateral for firm  loans. Loans tha t are collateralized by 
securities not owned by the broker-dealer but th a t are held pending delivery or 
held for the account of other broker-dealers are considered nonfirm , noncus­
tomer loans. However, securities th a t have been sold to a delivery versus 
payment (DVP) customer or to another broker-dealer and th a t have not yet 
been paid for can be pledged as collateral for a firm  bank loan. Noncustomer 
bank loans are typ ica lly used to finance positions o f a broker-dealer correspon­
dent or an a ffilia te . Once a customer’s securities are fu lly  paid for or constitute 
excess margin, they must be prom ptly removed from bank loans and segre­
gated as required by SEC Rule 15c3-3.
Subordinated Borrowings
4.45 Broker-dealers use subordinated loans as sources of regulatory capi­
tal. These loans may be cash loans or secured demand notes. They are often 
made by persons associated w ith  the broker-dealer, usually a partner, parent 
corporation, or principal shareholder, officer, employee, or fam ily  relation of 
the foregoing. The subordinated loans must be subject to a qualified subordi­
nation agreement or to a qualified secured demand note collateral agreement 
approved by the broker-dealer’s designated self-regulatory organization to 
qualify as capital for purposes o f computing the broker-dealer’s net capital.
4.46 In  a typical subordinated cash loan agreement, the lender lends cash 
to the broker-dealer and in  re tu rn  receives from the broker-dealer a w ritten  
promise in  the form  of a note, which sets fo rth  the repayment terms, the 
interest rate, and the provisions under which the lender agrees to subordinate 
its  claims to the claims of the general creditors o f the broker-dealer.
4.47 A  secured demand note is an interest-bearing promissory note exe­
cuted by the lender and is payable upon demand of the broker-dealer to which 
i t  is contributed. These notes are generally collateralized by marketable securities. 
Upon demand, the note becomes due and collectible. The r ig h t to demand 
payment may be conditioned upon the occurrence of certain events.
4 P a ragraph  15 o f FASB S ta te m en t No. 140 addresses th e  accounting  fo r co lla te ra l and requ ires, 
in  some cases, th a t a debtor re c la ss ify  an asset pledged as co lla te ra l to  ind ica te  th a t i t  is  encum bered. 
The standards fo r accoun ting  fo r noncash c o lla te ra l in  pa rag raph  15 o f FASB S ta te m en t No. 140 
re q u ire  th a t th e  debtor reclass noncash c o lla te ra l th a t the  secured p a rty  has th e  r ig h t by co n tra c t o r 
custom  to  se ll o r repledge. Cash “ co lla te ra l,” som etim es used, fo r exam ple, in  secu rities  le n d in g  
tra nsac tio ns , s h a ll be derecognized by th e  payer and recognized b y  th e  re c ip ie n t, n o t as co lla te ra l, b u t 
ra th e r as proceeds o f e ith e r a sale o r a bo rrow in g . P aragraph  17 o f FASB S ta te m en t No. 140 requ ires  
ce rta in  disclosures fo r co lla te ra l.
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4.48 The lender actually retains ownership of the collateral, benefiting 
from increases, and bearing the risk for decreases, in  its value. Securities pledged 
as collateral must be fu lly  paid and must be in  bearer form or registered in  the 
name of the broker-dealer or its  custodian, which allows the securities to be 
used by the broker-dealer. The lender may w ithdraw  any excess collateral or 
substitute cash or other securities as collateral. The securities received as 
collateral and cash, i f  any, would be recorded in  a secured demand note account 
s im ilar to a customer account. (Also see FASB Statement No. 140, paragraph 
15, which determines the financia l reporting treatm ent of collateral.)*
4.49 I f  a subordinated loan or collateral securing a secured demand note 
is subject to a satisfactory subordination agreement, as defined in  Appendix D 
of SEC Rule 15c3-1, i t  w ill qualify as capital when computing the broker-dealer’s 
net capital.
Income Statement Account Descriptions
4.50 Many income statement accounts of broker-dealers are analogous to 
those o f other entities. This A ud it and Accounting Guide (Guide) discusses 
those income statement accounts tha t arise based on transactions th a t are 
typical to broker-dealers. The income statement accounts of broker-dealers 
include the following:
•  Commission income
•  Interest income and expense
•  Dividend income and expense
•  Trading gains and losses
•  U nderw riting  income or loss
•  Management and investment advisory income
•  Floor brokerage
•  Exchange fees
•  Occupancy
•  Account executive and other employee compensation
•  Communications and data processing
Commission Income
4.51 Acting as an agent, a broker-dealer may buy and sell securities on 
behalf of its  customers. In  re tu rn  for such services, the broker-dealer charges 
a commission. Each tim e a customer enters into a buy or sell transaction, a 
commission is earned by the broker-dealer for its  selling and adm inistrative 
efforts. For securities purchased, the commission is recorded as a receivable 
from customers; for securities sold, i t  is recorded as reductions in  the payable 
to customers.
4.52 Commissions earned are usually related to the broker-dealer’s cus­
tomers’ trad ing  volume and the dollar amounts of the trades. Those re la tion­
ships are im portan t when considering analytica l procedures re la ting  to 
commission income.
Interest Income and Expense
4.53 The sources of interest income earned by a broker-dealer include—
•  Interest earned on reverse repos.
•  Interest charged on debit balances in  customer m argin accounts. A  
broker provides financing to its  customers by allowing them to pur­
chase on credit in  re tu rn  for which the broker-dealer charges interest.
* See foo tnote 4.
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•  Interest income earned by the broker-dealer on its  trad ing  and invest­
ment portfolio, including the accretion of discounts and the amortiza­
tion of premiums.
•  Interest earned on securities-borrowed transactions in  which the 
broker-dealer has borrowed securities from another broker-dealer and 
in  re tu rn  has deposited cash w ith  the other broker-dealer. The other 
broker-dealer pays interest (commonly known as a rebate) for the use 
of the cash.
4.54 In terest expense typ ica lly arises from the following:
•  Interest on cash borrowings to finance payment for securities purchased
•  Interest or rebates paid on cash collateral received for securities 
loaned to others
•  Interest on cash collateral received in  repurchase transactions
•  In terest to subordinated and other lenders
•  Payments in  lieu  of interest on securities sold short
Dividend Income and Expense
4.55 Broker-dealers may earn dividend income from equity securities 
owned and may incur payments in  lieu of dividends from equity securities sold, 
not yet purchased.
Trading G ains and Losses
4.56 A  broker-dealer may buy and sell securities for its  own account. The 
p ro fit or loss is measured by the difference between the acquisition cost and the 
selling price or current m arket or fa ir value. Trading gains and losses, which 
are composed of both realized and unrealized gains and losses, are generally 
presented net.
Underwriting Income or Loss
4.57 A  broker-dealer may underwrite a security offering by contracting to 
buy the issue either at a fixed price or a price based on selling the offering on 
a best-effort basis. The difference between the price paid by the public and the 
contract price less the re lated expenses represents the u nde rw riting  income 
or loss.
M anagement and Investment Advisory Income
4.58 M any broker-dealers provide investm ent advice, research, and 
adm in istrative services for customers. For such services, the broker-dealer 
receives a fee tha t may be based on the net assets of the fund or the account. 
Therefore, such income may correlate w ith  the size of the funds or accounts 
managed.
Floor Brokerage
4.59 Broker-dealers often use other brokers to execute trades on the ir 
behalf. The trad ing broker-dealer becomes a customer o f the executing broker- 
dealer and pays a floor brokerage fee. Such fees are paid periodically either 
d irectly to the executing broker-dealer or through a clearinghouse.
Exchange Fees
4.60 Exchange fees are charged by securities exchanges for the privilege 
of trad ing  securities listed on th a t exchange. Some fees vary w ith  the related 
volume, while others are fixed. For transaction charges, each broker-dealer 
submits a m onthly report o f net commissions earned on transactions executed
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on the exchange. This report is used for the self-determination o f the exchange 
fee. Floor brokerage and exchange fees generally vary proportionally w ith  the 
volume of trades executed by the broker-dealer on the exchange.
O ccupancy
4.61 Occupancy expenses generally include rent, electricity, and depre­
ciation on fixed assets. Rent can be a significant expense for broker-dealers 
w ith  large re ta il networks and numerous branch offices. For th is reason, re ta il 
broker-dealers tend to have higher occupancy costs than do large ins titu tiona l 
dealers, which tend to have more concentrated office sites.
Account Executive and Other Employee Compensation
4.62 Account executive compensation represents commissions paid to 
account executives based on th e ir production, the revenue they generate for the 
firm . Commission rates for sales representatives are somewhat standardized 
but can vary depending on the ind iv idua l account executive’s employment 
terms, customer base (for example, ins titu tiona l or re ta il), production volume, 
and type o f product sold. The production on which account executives are paid 
includes the following:
•  Commission revenue from agency trades
•  Fee revenue from assets managed
•  Selling concessions from underw riting sales
•  Sales credits or trad ing allowances from principal transactions
4.63 Account executive and other employee compensation includes em­
ployee salaries, bonuses, payroll taxes, and employee benefits. These expenses 
are not sign ificantly d ifferent for broker-dealers than for other commercial 
firms, except th a t at broker-dealers, bonuses usually represent a greater 
percentage of an ind iv idua l’s to ta l compensation.
Communications and Data Processing
4.64 Communications and data processing expenses tend to be very high 
for broker-dealers because of the ir dependence on communication and inform a­
tion networks. Traders, account executives, and investment bankers con­
stantly use the telephone to interact w ith  customers, other broker-dealers, and 
branch locations; they use communication lines to receive quotation, ticker, 
and news services; and they use direct computer links to other broker-dealers, 
branches, clearing organizations, exchanges, analytical services, and major 
customers.
Disclosures
Disclosures of Certain Significant Risks and Uncertainties
4.65 AICPA Statement of Position (SOP) 94-6, D is c lo s u r e  o f  C e r ta in  
S ig n i f i c a n t  R is k s  a n d  U n c e r ta in t ie s ,  requires broker-dealers to include in  the ir 
financia l statements disclosures about (a) the nature of the ir operations and
(b ) the use of estimates in  the preparation of th e ir financia l statements. 
Following are illustra tions of the application of these disclosure requirements 
by a broker-dealer:
•  N a tu r e  o f  o p e ra tio n s . Standard broker-dealer operates seven branches 
in  ru ra l and suburban communities in  Minnesota and Nebraska. The 
broker-dealer’s p rim ary source o f revenue is providing brokerage 
services to customers, who are predominately small and middle-market 
businesses and middle-income individuals.
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•  U se  o f  e s t im a te s  in  th e  p r e p a r a t io n  o f  f i n a n c i a l  s ta te m e n ts . The prepa­
ration of financia l statements in  conform ity w ith  generally accepted 
accounting principles requires management to make estimates and 
assumptions th a t affect the reported amounts of assets and liab ilities  
and disclosure of contingent assets and liab ilities  at the date of the 
financia l statements and the reported amounts of revenues and ex­
penses during the reporting period. Actual results could d iffer from 
those estimates.
4.66 I f  specified disclosure criteria are met, SOP 94-6 also requires broker- 
dealers to include in  the ir financial statements disclosures about (a ) certain 
significant estimates and (b ) current vulnerability due to certain concentrations. 
Following is a discussion of the application of SOP 94-6 by a broker-dealer to 
example events and circumstances that meet the disclosure criteria.
4.67 C e r ta in  S ig n i f i c a n t  E s t im a te s .  Paragraphs 12 and 13 of SOP 94-6 
require disclosure regarding estimates used in  the determ ination of the carry­
ing amounts of assets or liab ilities, or in  disclosure o f gain or loss contingencies 
i f  known inform ation available p rio r to issuance of the financia l statements 
indicates th a t both of the follow ing crite ria  are met:
a. I t  is at least reasonably possible tha t the estimate o f the effect on the 
financial statements of a condition, situation, or set o f circumstances 
th a t existed a t the date o f the financia l statements w ill change in  the 
near term  due to one or more fu ture confirm ing events.
b. The effect of the change would be material to the financial statements.
4.68 Paragraph 14 of SOP 94-6 says the disclosure should indicate the 
nature of the uncerta inty and include an indication th a t i t  is at least reason­
ably possible th a t a change in  the estimate w ill occur in  the near term. 
Paragraph 14 fu rthe r requires that, i f  the estimate involves a loss contingency 
covered by FASB Statement No. 5 , A c c o u n t in g  f o r  C o n t in g e n c ie s ,  the disclosure 
should also include an estimate of the possible loss or range of loss, or state 
th a t such an estimate cannot be made.5
4.69 Examples of uncertainties th a t may fa ll in  one or more of these 
categories found at certain broker-dealers include the following:
•  Significant inventory positions tha t were valued as o f a specific tim e
•  Estimates made regarding the value of securities th a t have no ready 
m arket (such as valuations made in  good fa ith  by management)
4.70 Paragraph 18 o f SOP 94-6 gives examples of assets and liab ilities  
and related revenues and expenses, and o f disclosure o f gain or loss contingen­
cies included in  financia l statements that, based on facts and circumstances 
existing at the date of the financia l statements, may be based on estimates tha t 
are particu la rly  sensitive to change in  the near term. Besides good-faith 
valuations of securities made by management, examples of s im ila r estimates 
often included in  broker-dealers’ financia l statements include the following:
•  Im pairm ent o f long-lived assets, for example, assets related to m ar­
ginal branches
5 As no ted in  pa rag raph  B-23 o f SOP 94-6, pa rag raph  10 o f FASB S ta te m en t No. 5 requ ires  
re p o rtin g  e n titie s  to  disclose ce rta in  loss contingencies, as fo llow s:
I f  no accrua l is  m ade fo r a loss con tingency because one o r b o th  o f th e  cond itions  in  pa rag raph  8 
are no t m e t, o r i f  a n  exposure  to  loss e x is ts  in  excess o f  th e  a m o u n t a cc ru e d  p u rs u a n t  to  th e  p r o v i­
s io n s  o f  p a ra g ra p h  8, d is c lo s u re  o f  th e  co n tin g e n c y  s h a ll  be m a d e  w h e n  th e re  is  a t  le a s t a  re a so n ­
a b le  p o s s ib ility  th a t  a  loss o r  a n  a d d it io n a l loss m a y  have  been in c u rre d . The disclosure sh a ll in d i­
cate th e  n a tu re  o f the  contingency and sh a ll g ive an es tim a te  o f th e  possib le loss o r range o f loss 
or sta te  th a t such an es tim a te  cannot be made. [E m phasis  added, foo tnote om itted .]
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•  Estim ates invo lv ing  assumed prepayments, fo r example, mortgage- 
related derivatives
•  Lives of identifiable intangible assets
4.71 C u r r e n t  V u ln e r a b i l i t y  D u e  to  C e r ta in  C o n c e n t r a t io n s .  Paragraph 21 
of SOP 94-6 requires broker-dealers to disclose the concentrations described in  
paragraph 22 of th is SOP if, based on inform ation known to management prior 
to issuance of the financia l statements, a ll o f the follow ing criteria  are met.
a . The concentration exists at the date of the financia l statements.
b. The concentration makes the broker-dealer vulnerable to the risk  of 
a near-term severe impact.
c. I t  is a t least reasonably possible tha t the events tha t could cause the 
severe impact w ill occur in  the near term.
4.72 The follow ing concentrations described in  SOP 94-6 paragraph 22 
require disclosure i f  they meet the criteria  of paragraph 21 of the same SOP.
a . C o n c e n t r a t io n s  in  th e  v o lu m e  o f  b u s in e s s  t r a n s a c te d  w i t h  a  p a r t i c u l a r  
c u s to m e r ,  s u p p l ie r ,  le n d e r ,  g r a n t o r ,  o r  c o n t r ib u to r .  The potential for 
the severe impact can result, for example, from tota l or pa rtia l loss 
of the business relationship. For purposes of SOP 94-6, i t  is always 
considered at least reasonably possible tha t any customer w ill be lost 
in  the near term.
b. C o n c e n t r a t io n s  i n  re v e n u e  f r o m  p a r t i c u l a r  p r o d u c ts ,  s e rv ic e s , o r  f u n d ­
r a i s in g  e ve n ts . The potential for the severe impact can result, for 
example, from  volume or price changes or the loss of patent protec­
tion for the particu la r source of revenue.
c. C o n c e n t r a t io n s  in  th e  a v a i la b le  s o u rc e s  o f  s u p p ly  o f  m a te r ia ls ,  la b o r ,  
o r  s e rv ic e s , o r  o f  l ic e n s e s  o r  o th e r  r ig h t s  u s e d  in  th e  e n t i t y ’s o p e ra t io n s .  
The potential for the severe impact can result, for example, from 
changes in  the ava ilab ility  to the en tity  o f a resource or a right.
d . C o n c e n t r a t io n s  in  th e  m a r k e t  o r  g e o g r a p h ic  a re a  i n  w h ic h  a n  e n t i t y  
c o n d u c ts  i t s  o p e ra tio n s . The potential for the severe impact can result, 
for example, from negative effects of the economic and political forces 
w ith in  the market or geographic area. For purposes of SOP 94-6, i t  is 
always considered at least reasonably possible that operations located 
outside an entity’s home country w ill be disrupted in  the near term.
4.73 Examples o f concentrations found at a broker-dealer th a t could meet 
the criteria  requiring disclosure as described in  SOP 94-6 include a significant 
portion of revenue th a t is earned from the following:
•  Bond underw ritings to a particu la r m unicipa lity
•  A  lim ited  number of customers
4.74 Concentrations, including known group concentrations, require dis­
closure i f  they meet the above criteria. (Group concentrations exist i f  a number 
of counterparties or items th a t have s im ilar economic characteristics collec­
tive ly  expose the reporting en tity  to a particu la r k ind  of risk.)
Disclosures About Derivative Instruments
4.75 FASB Statement No. 133, A c c o u n t in g  f o r  D e r iv a t iv e  I n s t r u m e n ts  
a n d  H e d g in g  A c t iv i t ie s ,  as amended by FASB Statement No. 137, A c c o u n t in g  
f o r  D e r iv a t iv e  I n s t r u m e n t s  a n d  H e d g in g  A c t iv i t ie s — D e fe r r a l  o f  th e  E f fe c t iv e  
D a te  o f  F A S B  S ta te m e n t  N o .  1 3 3 , FASB Statement No. 138, A c c o u n t in g  f o r  
C e r ta in  D e r iv a t iv e  I n s t r u m e n t s  a n d  C e r ta in  H e d g in g  A c t iv i t ie s ,  and FASB 
Statement No. 1 4 9 , A m e n d m e n t  o f  S ta te m e n t  1 3 3  o n  D e r iv a t iv e  I n s t r u m e n t s  a n d
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H e d g in g  A c t iv i t ie s ,  provides guidance on disclosure requirements for deriva­
tive instruments. FASB Statement No. 133 amends FASB Statement No. 107, 
D is c lo s u re s  a b o u t  F a i r  V a lu e  o f  F in a n c ia l  I n s t r u m e n ts ,  to include in  FASB 
Statement No. 107 the disclosure provisions about concentrations o f credit risk  
from FASB Statement No. 105, D is c lo s u r e  o f  I n f o r m a t io n  a b o u t  F in a n c ia l  
I n s t r u m e n t s  w i t h  O f f - B a la n c e  S h e e t R is k  a n d  F in a n c ia l  I n s t r u m e n t s  w i t h  
C o n c e n t r a t io n s  o f  C r e d i t  R is k ,  w ith  certain modifications.
4.76 Freestanding w ritten  put options and certain contracts which func­
tion as m arket value guarantees on a financia l asset th a t is owned by the 
guaranteed party, even when classified as derivatives under FASB Statement 
No. 133, are w ith in  the scope of the disclosure provisions of FASB In te rpre ta ­
tion No. 45, G u a r a n t o r ’s A c c o u n t in g  a n d  D is c lo s u r e  R e q u ir e m e n ts  f o r  G u a r a n ­
tees, I n c lu d i n g  I n d i r e c t  G u a ra n te e s  o f  In d e b te d n e s s  o f  O th e rs .  Under those 
provisions, guarantors are required to disclose the following:
a . The nature of the guarantee, including its  approximate term , how 
the guarantee arose, and the events and circumstances tha t would 
require the guarantor to perform under the guarantee.
b. The undiscounted maximum potential amount o f fu ture  payments 
the guarantor would be required to make under the guarantee, not 
reduced by any recourse or collateralization provisions.
c. The current carrying amount of the liab ility , i f  any, for the guaran­
to r’s obligations under the guarantee.
d . The nature of any recourse provisions tha t would enable the guaran­
to r to recover any amounts paid under the guarantee from th ird  
parties and any assets held as co lla tera l or by th ird  parties th a t 
the guarantor can obtain and liqu ida te  to recover a ll or a portion 
o f the amounts paid under the guarantee, together w ith  an in d i­
cation, i f  estimable, of the approximate extent to which the m axi­
mum potentia l amount o f fu ture payments is covered by liqu idating  
these assets.
Financial Statements and Schedules††
4.77 The financia l statements required to be filed under Rule 17a-5 are 
not required to be in  comparative form, and the follow ing financia l statement 
exhibits are not prepared on tha t basis. However, i f  comparative financia l 
statements are prepared, there is no need to present the supplementary 
inform ation on a comparative basis.
4.78 The follow ing financia l statement and schedule exhibits include the 
required facing page and the oath or a ffirm ation form on Form X-17A-5. These 
exhibits are illustrative only and have been prepared to show how various items
†SOP 03-4, R e p o r tin g  F in a n c ia l H ig h lig h ts  a n d  S ch e d u le  o f  In v e s tm e n ts  by  N o n re g is te re d  
In v e s tm e n t P a r tn e rs h ip s : A n  A m e n d m e n t to  th e  A u d it  a n d  A c c o u n tin g  G u id e  A u d its  o f In ve s tm e n t 
C om panies a n d  A IC P A  S ta te m e n t o f  P o s it io n  9 5 -2 , F in a n c ia l R epo rting  by N o np ub lic  In ve s tm e n t 
P a rtn e rsh ip s , am ends foo tnote 13 to  C h ap te r 7 o f th e  In v e s tm e n t C o m p a n ie s  G uide to  c la r ify  th a t 
on ly  in ve s tm e n t p a rtn e rsh ip s  re gu la te d  as brokers  and dealers in  secu rities u n d e r the  S ecurities 
Exchange A c t o f 1934 th a t m anage funds fo r those w ho are officers, d irec to rs , o r em ployees o f the  
genera l p a rtn e r are excluded fro m  the  re q u ire m e n t to  p rov ide  a p o rtfo lio  o f inves tm en ts  un d e r 
pa rag raph  7.12. As a re s u lt, b rokers  w ho are organized as p a rtn e rsh ip s  w h ich  tra d e  fo r th e ir  own 
account and have a la rge  nu m b e r o f l im ite d  p a rtn e rs  are no longer safe ha rbo red  to  issue fin a n c ia l 
s ta tem en ts  as brokers  and dealers in  secu rities  b u t w il l  have to  fo llow  th e  In v e s tm e n t C o m p a n ie s  
G uide w h ich  requ ires  a schedule o f inves tm en ts  and fin a n c ia l pe rform ance in fo rm a tio n .
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m ight be presented, assuming they are m ateria l in  the particu la r circum­
stances. The financia l statements of ind iv idua l companies may vary from these 
illustrations depending on facts or circumstances present at the time of issuance.
4.79 These illus tra tive  financia l statements have been updated to reflect 
accounting and reporting requirements o f FASB Statement No. 149, A m e n d ­
m e n t  o f  S ta te m e n t  1 3 3  o n  D e r iv a t iv e  I n s t r u m e n t s  a n d  H e d g in g  A c t iv i t ie s ,  and 
FASB Interpre ta tion No. 45, G u a r a n t o r ’s A c c o u n t in g  a n d  D is c lo s u r e  R e q u ir e ­
m e n ts  f o r  G u a ra n te e s ,  I n c lu d i n g  I n d i r e c t  G u a ra n te e s  o f  In d e b te d n e s s  o f  O th e rs .
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Exhib it 4-1
U .S. S E C U R IT IE S  A N D  E X C H A N G E  C O M M IS S IO N  
W A S H IN G T O N , D .C . 2 05 4 9  
A N N U A L  A U D IT E D  R E P O R T  In fo rm a tion  R eq u ire d  o f B rokers  and  D ea le rs  
F O R M  X -1 7 A -5  P u rsua n t to  S ection  17 o f the  S e cu ritie s
P A R T  III E xch a ng e  A c t o f 1934  and  R ule  17a-5  T h e re u n d e r
R E P O R T  FO R  T H E  P E R IO D  B E G IN N IN G  01 /0 1 /X 4  A N D  E N D IN G
M M /D D /Y Y
1 2 /3 1 /X 4
M M /D D /Y Y
A . R E G IS T R A N T  ID E N T IF IC A T IO N
N A M E  O F  B R O K E R -D E A L E R :
O F F IC IA L  U S E  O N L Y
S ta n d a rd  S to c k b ro k e ra g e  C o ., Inc.
A D D R E S S  O F  P R IN C IP A L  P L A C E  O F  B U S IN E S S : (Do not use P.O. Box No.)
1 M a in  S tree t
(N o. and  S tree t)
N ew  Y o rk  N ew  Y o rk 10004
(C ity) (S ta te ) (Z ip  C ode)
N A M E  A N D  T E L E P H O N E  N U M B E R  O F  P E R S O N  T O  C O N T A C T  IN R E G A R D  T O  T H IS  R E P O R T
Jo s e p h  P. B ro k e s to c k  (2 12 ) 5 55 -1 2 12
(A rea  C od e  -  T e le p h o n e  No.)
_______________________________________ B. A C C O U N T A N T  ID E N T IF IC A T IO N __________
IN D E P E N D E N T  P U B LIC  A C C O U N T A N T  (W h o se  op in ion  is co n ta in e d  in th is  R epo rt*) 
(N am e  . . .  if ind iv idua l, s ta te  last, firs t, m idd le  nam e)
A cc o u n tin g  Firm
2 M a in  S tre e t N ew  Y o rk  N ew  Y o rk  10004
(A d d re ss ) (C ity) (S ta te ) (Z ip  C ode )
C H E C K  O N E :
IE) C ertif ied  P ub lic  A cco u n ta n t
□  P ub lic  A cco u n tan t
□  A c co u n ta n t no t re s iden t in U n ited  S ta tes  o r a ny  o f its posse ss io ns .
FO R  O F F IC IA L  U S E  O N L Y
*  C la im s  fo r  e xe m p tio n  fro m  th e  re q u ire m e n t th a t th e  a n n u a l re p o rt b e  c o v e re d  b y  the  o p in ion  o f  an  
in d e p e n d e n t p u b lic  a c c o u n ta n t m u s t b e  s u p p o rte d  b y  a  s ta te m e n t o f fa c ts  a n d  c ircu m s ta n ce s  re lie d  o n  a t the  
b u re a u  o f  the  e xem p tion . S ee  s e c tio n  2 4 0 .1 7a-5 (e )(2 ).
S E C  F ILE
8 -12 3 4 5
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O ath  o r  A ffirm a tio n
I, JO S E P H  P. B R O K E S T O C K  s w e a r (o r a ffirm ) tha t, to  the  b es t o f m y kn ow le dg e  and  
belie f, the  a cco m p a n y in g  fin an c ia l s ta te m e n t and  supp o rtin g  sch ed u les  p erta in ing  to  th e  firm  o f 
S T A N D A R D  S T O C K B R O K E R A G E  C O ., as  o f D E C E M B E R  31 ,2 0 X 4 , a re  tru e  a nd  c o rrec t. I fu rth e r 
s w e a r (o r a ffirm ) th a t n e ith e r the  C o m p a n y  nor a ny  p artne r, p rop rie to r, p rinc ipa l o ffice r, o r d ire c to r has 
a n y  p rop rie ta ry  in te re s t in any  a cco u n t c lass ified  so le ly  as th a t o f a cu s to m e r, e xce p t as fo llow s:
S E C U R IT Y  A C C O U N T S  O F  P R IN C IP A L  O F F IC E R S  A N D  D IR E C T O R S  T H A T  A R E  
C LA S S IF IE D  A S  C U S T O M E R  A C C O U N T S  (D E B IT S  $31 6 ,5 1 3 , C R E D IT S  $ 27 3 ,4 1 2 )
S u b sc rib e d  and  sw orn  
to  b e fo re  m e th is  
______ d ay o f _______20X 5
JO A N  P. N O T A R Y  
N o ta ry  Pub lic
T h is  report* co n ta in s  (ch eck  a ll a pp licab le  boxes)
x (a) Fac ing  page.
x (b) S ta te m e n t o f fin an c ia l cond ition .
x (c) S ta te m e n t o f inco m e  (loss).
x ( d ) S ta te m e n t o f cash  flow s.
x (e) S ta te m e n t o f ch a n g e s  in s to ckh o ld e rs ’ e qu ity  o r p a rtn e rs ’ o r so le  
p rop rie to r ’s cap ita l.
x (f) S ta te m e n t o f ch a n g e s  in liab ilitie s  su bo rd ina te d  to  c la im s  o f g ene ra l cred ito rs .
x (9) C om p u ta tio n  o f ne t cap ita l fo r b roke rs  and  dea le rs  p u rsu a n t to  R ule  15c3-1.
x (h) C om p u ta tio n  fo r  d e te rm in a tion  o f re serve  re qu ire m e n ts  p u rsu a n t to  R u le  15c3-3.
x (i) In fo rm a tion  re la ting  to  th e  p ossess ion  o r con tro l re qu ire m e n ts  fo r  b roke rs  and 
d ea le rs  u nd e r R u le  15c3-3 .
□ (j) A  re conc ilia tion , inc lud ing  a pp ro p ria te  exp la n a tio n , o f the  com pu ta tio n  o f net
cap ita l u nd e r R u le  15c3-1 and  the  co m pu ta tio n  fo r  d e te rm in a tion  o f the  
re serve  re qu ire m e n ts  u nd e r exh ib it A  o f R u le  15c3-3 .
□ (k) A  re conc ilia tion  be tw e e n  th e  a ud ite d  and  una u d ited  s ta te m e n ts  o f fin an c ia l 
co nd ition  w ith  re spe c t to  m e th o ds  o f co nso lida tion .
0 (l) An oath  o r a ffirm a tion .
□ (m ) A  co p y  o f the  S IP C  su pp le m en ta l report.
□ (n) A  repo rt desc rib in g  a ny  m a te ria l in a d e qu a c ie s  fo u n d  to  e x is t o r fo u n d  to  have 
e x is ted  s ince  the  d a te  o f the  p rev io u s  aud it.
0 (o) In d e pe n d en t a u d ito r ’s re po rt on  in terna l a ccou n tin g  c o n tro l.†
0 (P) S ch e du le  o f se g re g a tion  re qu ire m e n ts  and  fu n d s  in s e g re g a tion  —  c u s to m e rs ’
regu la ted  c o m m o d ity  fu tu re s  a cco u n t p u rsu a n t to  R u le  171-5 .
*  F o r cond itions o f  con fiden tia l trea tm en t o f  ce rta in  po rtio n s  o f th is filing, see  sec tion  2 4 0 .1 7e-5(e)(3). 
N o te : V a rio u s  e xch a n g e s  m a y  requ ire  an add itio na l le tte r o f a ttes ta tion . †
S igna tu re  
V IC E  P R E S ID E N T  —  F IN A N C E  
T itle
† See A ppe nd ix  D , “ R eport on In te rn a l C o n tro l R equ ired  by SEC R ule  17a-5,” in  th is  A u d it and 
A ccoun ting  G uide.
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E xh ib it 4 -3  
Standard Stockbrokerage Co., Inc. and Subsidiaries
C o n so lid a te d  S ta te m en t o f F in a n c ia l C o n d itio n *  
D ecem ber 31, 20X4 
(D o lla rs  in  T h o u sa n d s , E x c e p t S h a re  D a ta )
Assets
Cash $ 2,647
Cash and securities segregated unde r federa l and o ther regu la tions 1,005
S ecurities purchased un de r agreements to rese ll 6,282 
Deposits w ith  c learing  organ izations and others (cash o f $345 and
securities w ith  a m a rke t va lue o f $1,400) 1,745
Receivable from  broker-dealers and c lea ring  organ izations 25,476
Receivable from  custom ers† 40,360 
S ecurities owned:
M arke tab le , a t m a rke t va lue 29,738
N o t re a d ily  m arke tab le , a t estim ated fa ir  va lue 1,730
Spot com m odities owned, a t m a rke t va lue  3,278
Secured dem and notes 5,215 
M em bersh ips in  exchanges:
Owned, a t ad justed cost (m a rke t va lue $2,500) 2,475 
F u rn itu re , equipm ent, and leasehold im provem ents, a t cost, less
accum ulated depreciation and a m o rtiza tio n  o f $2,425 4,881
O ther assets 723
$125,555 *†
To th e  e x te n t th a t co lla te ra l has been g iven  and the  co u n te rp a rty  has th e  r ig h t to  se ll o r pledge 
th e  secu rities, a d d itio n a l ba lance sheet captions o r p a re n th e tica l d isclosures m ay be needed as 
illu s tra te d  in  FASB S ta te m en t No. 140.
† V a lu a tio n  allowances shou ld  be shown, i f  m a te ria l, e ith e r p a re n th e tic a lly  o r in  a note.
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L ia b ilit ie s  a n d  S to ckh o ld e rs ’ E q u ity ‡
L ia b i l i t ie s :
S h o r t - te r m  b a n k  lo a n s  $ 2 6 ,9 0 0
D r a f t s  p a y a b le  2 ,2 1 0
S e c u r it ie s  s o ld  u n d e r  a g re e m e n ts  to  re p u rc h a s e  5 ,7 9 0
P a y a b le  to  b r o k e r - d e a le rs  a n d  c le a r in g  o r g a n iz a t io n s  1 9 ,1 6 4
P a y a b le  to  c u s to m e rs  1 2 ,2 8 8
S e c u r it ie s  s o ld , n o t  y e t  p u rc h a s e d , a t  m a r k e t  v a lu e  1 ,8 6 2
In c o m e  ta x e s  p a y a b le , in c lu d in g  d e fe r re d  ta x e s  o f  $ 1 ,2 0 0  2 ,2 7 6
A c c o u n ts  p a y a b le , a c c ru e d  e x p e n s e s , a n d  o th e r  l ia b i l i t ie s  2 ,4 4 9
L o n g - te rm  n o te s  p a y a b le  3 ,0 0 0
7 5 ,9 3 9
C o m m itm e n ts  a n d  c o n t in g e n t  l ia b i l i t ie s :
G u a ra n te e s  X X
S u b o rd in a te d  b o r ro w in g s  9 ,8 9 7
9 ,8 9 7
S to c k h o ld e rs ’ e q u ity :
P re fe r re d  s to c k , $ 5  c u m u la t iv e ,  $ 1 0 0  p a r  v a lu e ,  a u th o r iz e d  1 0 0 ,0 0 0
s h a re s , o u ts ta n d in g  5 0 ,0 0 0  s h a re s  5 ,0 0 0  
C o m m o n  s to c k , $1  p a r  v a lu e ,  a u th o r iz e d  1 0 ,0 0 0 ,0 0 0  s h a re s , is s u e d
6 ,0 0 0 ,0 0 0  s h a re s  6 ,0 0 0
A d d i t io n a l  p a id - in  c a p ita l  2 ,2 0 0
R e ta in e d  e a rn in g s  2 7 ,7 1 9
L e s s  1 9 9 ,1 0 0  s h a re s  o f  c o m m o n  s to c k  i n  t r e a s u r y ,  a t  c o s t (1 ,2 0 0 )
T o ta l  s to c k h o ld e rs ’ e q u i t y | |  3 9 ,7 1 9
$ 1 2 5 ,5 5 5
T h e  a c c o m p a n y in g  n o te s  a re  a n  in te g r a l  p a r t  o f  th e s e  f in a n c ia l  s ta te m e n ts . ‡
‡  See footnote *  to paragraph 4.01.
| |  It is permissible, for the purpose of the separate report on the statement of financial condition 
(which is required to be distributed to customers), to present only the total of stockholders’ equity 
(that is, $39,719) without disclosure of the various components.
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Exhibit 4-4  
Standard Stockbrokerage Co., Inc. and Subsidiaries
C o n s o lid a te d  S ta te m e n t o f  In co m e * †
fo r  th e  Y e a r E n d e d  D e c e m b e r 31, 20X4  
(D o lla rs  in  T h o u sa n d s , E x c e p t E a rn in g s  p e r  S h a re )
R e v e n u e s :
C o m m is s io n s  $ 2 6 ,5 4 9
P r in c ip a l  t r a n s a c t io n s  6 ,7 0 7
In v e s tm e n t  b a n k in g  5 ,6 8 9
In te r e s t  a n d  d iv id e n d s  4 ,2 5 3
In v e s tm e n t  a d v is o ry  fee s  2 ,4 2 0
O th e r  in c o m e  4 0 0
4 6 ,0 1 8
E x p e n s e s :
E m p lo y e e  c o m p e n s a t io n  a n d  b e n e f its  1 2 ,8 1 5
F lo o r  b ro k e ra g e , e x c h a n g e , a n d  c le a ra n c e  fee s 7 ,1 2 8
C o m m u n ic a t io n s  a n d  d a ta  p ro c e s s in g  5 ,7 2 3
In te r e s t  a n d  d iv id e n d s  3 ,8 9 6
O c c u p a n c y  1 ,6 2 5
O th e r  e x p e n s e s  1 ,1 2 7
3 2 ,3 1 4
In c o m e  b e fo re  in c o m e  ta x e s  1 3 ,7 0 4
P r o v is io n  fo r  in c o m e  ta x e s  7 ,1 0 0
N e t  in c o m e  $ 6 ,6 0 4
B a s ic  a n d  d i lu te d  e a rn in g s  p e r  s h a re † $  1 .1 0
T h e  a c c o m p a n y in g  n o te s  a re  a n  in te g r a l  p a r t  o f  th e s e  f in a n c ia l  s ta te m e n ts .
* FASB Statement No. 130, R e p o r t in g  C o m p re h e n s iv e  In c o m e ,  establishes standards for the 
reporting and display of comprehensive income and its components. The Statem ent requires that all 
item s th at are required to be recognized under accounting stan d ard s a s components of 
comprehensive income be reported in a financial statem ent that is displayed with the same 
prominence as other financial statements. The Statement does not require a specific format for that 
financial statem ent but requires that an enterprise display an amount representing total 
comprehensive income for the period in that financial statement. The Statem ent does not apply to an 
enterprise that has no items of other comprehensive income in any period presented.
† FASB Statem ent No. 128, E a r n in g s  p e r  S h a re ,  requires presentation of earnings per share by 
all entities that have issued common stock or potential common stock (that is, securities such as 
options, warrants, convertible securities, or contingent stock agreements) if those securities trade in 
a  public market either on a stock exchange (domestic or foreign) or in the over-the-counter market, 
including securities quoted only locally or regionally. The Statem ent also requires presentation of 
earnings per share by an entity that has made a  filing or is in the process of filing with a regulatory 
agency in preparation for the sale of those securities in a public market.
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Exhibit 4-6  
Standard Stockbrokerage Co., Inc. and Subsidiaries
C o n s o lid a te d  S ta te m e n t o f  C ha ng es in  S u b o rd in a te d  B o r ro w in g s  
fo r  th e  Y e a r E n d e d  D e c e m b e r 31, 20X4  
(D o lla rs  in  T h o u s a n d s )
S u b o rd in a te d  b o r ro w in g s  a t  J a n u a r y  1, 2 0 X 4  $ 4 ,2 0 4  
In c re a s e s :
S e c u re d  d e m a n d  n o te  c o l la te r a l  a g re e m e n ts  3 ,3 2 5
Is s u a n c e  o f  s u b o rd in a te d  n o te s  3 ,6 7 5  
D e c re a s e s :
P a y m e n t o f  s u b o rd in a te d  n o te s  (1 ,3 0 7 )
S u b o rd in a te d  b o r ro w in g s  a t  D e c e m b e r 3 1 , 2 0 X 4  $ 9 ,8 9 7
T h e  a c c o m p a n y in g  n o te s  a re  a n  in te g r a l  p a r t  o f  th e s e  f in a n c ia l  s ta te m e n ts .
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Exhibit 4-7  
Standard Stockbrokerage Co., Inc. and Subsidiaries
C o n s o lid a te d  S ta te m e n t o f  C ash  F lo w s  
fo r  th e  Y e a r E n d e d  D e ce m b e r 31, 20X4  
(D o lla rs  in  T h o u sa n d s )
C a s h  f lo w s  f r o m  o p e ra t in g  a c t iv i t ie s :
N e t  in c o m e  $ 6 ,6 0 4
A d ju s tm e n ts  to  re c o n c ile  n e t  in c o m e  to  n e t  c a s h  u s e d  in  
o p e ra t in g  a c t iv i t ie s :
D e p r e c ia t io n  a n d  a m o r t iz a t io n  $ 5 8 2
D e fe r re d  ta x e s  3 7 6
( In c re a s e )  d e c re a s e  in  o p e ra t in g  a sse ts :
C a s h  a n d  s e c u r it ie s  s e g re g a te d  u n d e r  fe d e ra l a n d  o th e r  
r e g u la t io n s  5 0 0
D e p o s its  w i t h  c le a r in g  o r g a n iz a t io n s  a n d  o th e rs  9 0 0
N e t  re c e iv a b le  f r o m  b ro k e r -d e a le rs  a n d  c le a r in g  4 ,7 8 5
o rg a n iz a t io n s
N e t  re c e iv a b le  f r o m  c u s to m e rs  (1 1 ,8 3 0 )
S e c u r it ie s  p u rc h a s e d  u n d e r  a g re e m e n ts  to  re s e ll  2 ,6 4 8
S e c u r it ie s  o w n e d , n e t  4 ,6 5 5
S p o t c o m m o d it ie s  o w n e d  (2 ,9 1 4 )
In c re a s e  (d e c re a s e ) i n  o p e ra t in g  l ia b i l i t ie s :
S e c u r it ie s  s o ld  u n d e r  a g re e m e n ts  to  re p u rc h a s e  5 8 7
O th e r ,  n e t  (6 9 1 )
T o ta l  a d ju s tm e n ts  (4 0 2 )
N e t  c a s h  p ro v id e d  b y  o p e ra t in g  a c t iv i t ie s  6 ,2 0 2
C a s h  f lo w s  f r o m  in v e s t in g  a c t iv i t ie s :
P ro c e e d s  f r o m  s a le  o f  lo n g - te r m  in v e s tm e n ts  110
P u rc h a s e  o f  lo n g - te r m  in v e s tm e n ts  (5 0 )
P u rc h a s e  o f  f u r n i t u r e ,  e q u ip m e n t,  a n d  le a s e h o ld  im p r o v e m e n ts  (7 5 )
N e t  c a s h  u s e d  in  in v e s t in g  a c t iv i t ie s  (1 5 )
(con tin u e d )
D epending on the  n a tu re  o f the  ac tiv ity , secu rities purchased u n d e r agreem ents to  rese ll can 
be c lass ified  as op e ra tin g  o r in ve s tin g ; likew ise , secu rities sold un d e r agreem ents to  repurchase can 
be class ified as op e ra tin g  o r financ ing .
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C o n s o lid a te d  S ta te m e n t o f  C ash  F lo w s  
fo r  th e  Y e a r E n d e d  D e c e m b e r 31, 20X4  
(D o lla r s  in  T h o u s a n d s )
C a s h  f lo w s  f r o m  f in a n c in g  a c t iv i t ie s :
P a y m e n t o f  s h o r t - te r m  b a n k  lo a n s  (7 ,6 6 2 )
P roce eds  f ro m  is s u a n c e  o f  d e r iv a t iv e s  w i t h  a  f in a n c in g  10 0
e le m e n t, n e t†
P ro c e e d s  f r o m  is s u a n c e  o f  c o m m o n  s to c k  f r o m  t r e a s u r y  78
P u rc h a s e  o f  c o m m o n  s to c k  fo r  t r e a s u r y  (1 8 0 )
P ro c e e d s  f r o m  is s u a n c e  o f  s u b o rd in a te d  n o te s  3 ,6 7 5
P a y m e n ts  o f  s u b o rd in a te d  n o te s  (1 ,3 0 7 )
P a y m e n ts  o f  lo n g - te r m  n o te s  p a y a b le  (5 0 0 )
P u rc h a s e  a n d  r e t i r e m e n t  o f  p r e fe r re d  s to c k  (2 6 2 )
D iv id e n d  o n  p r e fe r re d  s to c k  (2 5 0 )
N e t  c a s h  u s e d  in  f in a n c in g  a c t iv i t ie s  (6 ,4 0 8 )
D e c re a s e  in  c a s h  (2 2 1 )
C a s h  a t  b e g in n in g  o f  th e  y e a r  2 ,8 6 8
C a s h  a t  e n d  o f  th e  y e a r  $ 2 ,6 4 7
S u p p le m e n ta l c a s h  f lo w s  d is c lo s u re s :
In c o m e  ta x  p a y m e n ts  (p a id  to  p a re n t )  $ 6 ,7 0 0
In te r e s t  p a y m e n ts  $ 3 ,6 1 8
N o n c a s h  f in a n c in g  a c t iv i t y  —  b o r ro w in g s  u n d e r  s e c u re d  
d e m a n d  n o te  c o l la te r a l  a g re e m e n ts  $  3 ,3 2 5
T h e  a c c o m p a n y in g  n o te s  a re  a n  in te g r a l  p a r t  o f  th e s e  f in a n c ia l  s ta te m e n ts . †
† FASB S ta te m ent No. 149, A m e n d m e n t  o f  S ta te m e n t  1 3 3  o n  D e r iv a t iv e  I n s t r u m e n t s  a n d  
H e d g in g  A c t iv i t i e s ,  requ ire s  a ll cash flow s associated w ith  a d e riva tive  th a t con ta ins an o th e r-than - 
in s ig n ific a n t fin a n c in g  e lem ent a t incep tion , o th e r th a n  a fin a n c in g  e lem ent in h e re n tly  inc lud ed  in  
an  a t- th e -m a rk e t d e riva tive  in s tru m e n t w ith  no prepaym ents ( th a t is, th e  fo rw a rd  po in ts  in  an 
a t-the-m oney fo rw a rd  con tract), to  be reported  as cash flow s fro m  fin a n c in g  a c tiv itie s  in  the  s ta te ­
m e n t o f cash flow s as opposed to  re p o rtin g  o n ly  the  cash flow s re la ted  to  a fin a n c in g  e lem ent o f a 
d e riva tive  as a fin a n c in g  a c tiv ity . T h is  S ta te m en t is  e ffective fo r con tracts  en tered in to  or m od ified  
a fte r June  30, 2003, w ith  c e rta in  exceptions as described in  FASB S ta te m ent No. 149, and fo r he dg ing  
re la tio n sh ip s  designated a fte r June  30, 2003. The gu idance shou ld  be app lied  prospectively.
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Exhibit 4-8  
Standard Stockbrokerage Co., Inc. and Subsidiaries
N o te s  to  C o n s o lid a te d  F in a n c ia l S ta te m e n ts
D e c e m b e r 31, 20X4
(D o lla r s  in  T h o u s a n d s )
The fo llow ing  notes to fin a n c ia l statem ents are illu s tra tiv e  only. In  some 
s itua tions, the  in fo rm a tio n  in  the notes m ay be be tte r presented w ith in  the 
fin an c ia l statem ents; in  o ther s itua tions, in fo rm a tion  no t requ ired  by regu la ­
tio n  m ay no t be su ffic ien tly  m a te ria l to w a rra n t disclosure. In  add ition , these 
notes m ay not include a ll disclosures requ ired  by R egula tion S-X.1
1. Organization and Nature of Business
The Company is a broker-dealer reg istered w ith  the Securities and Exchange 
Com m ission (SEC) and is a m em ber o f various exchanges and the  N a tio na l 
Association o f Securities Dealers (NASD). The Company is a Delaware Corpo­
ra tio n  th a t is a w holly-owned subsid ia ry o f S tandard  Stockbrokerage H o ld ing  
Company, Inc. (Parent).
2. Significant Accounting Policies 
Basis o f  Presentation
The consolidated fin an c ia l s tatem ents include the accounts o f the Com pany and 
its  w holly-owned and m ajority-ow ned subsidiaries. The Company is engaged 
in  a single line  o f business as a securities broker-dealer, w hich  comprises 
several classes o f services, in c lu d ing  p rin c ip a l transactions, agency transac­
tions, investm en t banking, investm en t advisory, and ventu re  cap ita l busi­
nesses. A ll m a te ria l in tercom pany balances and transactions are e lim ina ted  in  
consolidation.
Securities Transactions
P ro p rie ta ry  securities transactions in  regu la r-w ay trades are recorded on the 
trade  date, as i f  they  had settled. P ro fit and loss a ris ing  from  a ll securities and 
comm odities transactions entered in to  fo r the  account and r is k  o f the Company 
are recorded on a trade  date basis. Custom ers’ securities and comm odities 
transactions are reported on a se ttlem ent date basis w ith  re la ted  commission 
income and expenses reported on a trade  date basis.2
A m ounts receivable and payable fo r securities transactions th a t have not 
reached th e ir  contractua l se ttlem ent date are recorded net on the sta tem ent o f 
fin a n c ia l condition.
M arketab le  securities are va lued a t m a rke t value, and securities no t rea d ily  
m arketab le  are va lued a t fa ir  va lue as determ ined by managem ent.
Resale and Repurchase Agreements
Transactions invo lv in g  purchases o f securities under agreements to resell 
(reverse repurchase agreements or reverse repos) or sales o f securities under 
agreements to repurchase (repurchase agreements or repos) are accounted fo r as
1 A discussion of the disclosures required by SOP 94-6, D is c lo s u re  o f  C e r t a in  S ig n i f i c a n t  R is k s  
a n d  U n c e r ta in t ie s ,  is included in paragraphs 4.65 through 4.74 in this Guide.
2 See Chapter 7, “Accounting Standards,” of the Guide regarding settlement-date-basis versus 
trade-date-basis accounting.
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co lla tera lized financings except where the Com pany does not have an agree­
m ent to sell (or purchase) the same or su bs ta n tia lly  the same securities before 
m a tu r ity  a t a fixed or determ inable  price. I t  is the policy o f the Com pany and 
subsidiaries to  obta in  possession o f co lla te ra l w ith  a m arke t va lue equal to or 
in  excess o f the p rinc ip a l am ount loaned under resale agreements. C o lla te ra l 
is va lued da ily , and the Com pany m ay requ ire  counterparties to deposit 
add itiona l co lla te ra l or re tu rn  co lla te ra l pledged when appropriate .
Securities-Lending Activities
Securities borrowed and securities loaned transactions are genera lly  reported 
as co lla tera lized financings except w here le tte rs  o f c red it or o ther securities are 
used as co lla tera l. Securities-borrowed transactions requ ire  the Company to 
deposit cash, le tte rs  o f cred it, or o ther co lla te ra l w ith  the lender. W ith  respect 
to  securities loaned, the  Company receives co lla te ra l in  the  fo rm  o f cash or o ther 
co lla te ra l in  an am ount genera lly in  excess o f the m arke t va lue o f securities 
loaned. The Company m onitors the m a rke t va lue o f securities borrowed and 
loaned on a da ily  basis, w ith  add itio na l co lla te ra l obtained or refunded as 
necessary.
Collateral
The Company continues to report assets i t  has pledged as co lla te ra l in  secured 
borrow ing  and o ther arrangem ents when the secured p a rty  cannot se ll or 
repledge the assets.
Investment Banking
Inves tm ent bank ing  revenues include gains, losses, and fees, ne t o f syndicate 
expenses, a ris ing  from  securities o fferings in  w h ich  the Com pany acts as an 
u n d e rw rite r or agent. Investm ent bank ing  revenues also include fees earned 
from  p rov id ing  m erger-and-acqu is ition  and fin a n c ia l re s tru c tu rin g  advisory 
services. Investm ent bank ing  m anagem ent fees are recorded on o ffe ring  date, 
sales concessions on se ttlem ent date, and u n d e rw ritin g  fees a t the tim e  the 
u n d e rw ritin g  is completed and the income is reasonably determ inable .
Commissions
Commissions and re la ted  clearing  expenses are recorded on a trade-date basis 
as securities transactions occur.
Investment Advisory Income
Inves tm ent advisory fees are received q u a rte rly  b u t are recognized as earned 
on a pro ra ta  basis over the te rm  o f the contract.
Translation of Foreign Currencies
Assets and lia b ilit ie s  denom inated in  fo re ign  currencies are trans la ted  a t 
year-end rates o f exchange, w h ile  the  income sta tem ent accounts are trans la ted  
a t average rates o f exchange fo r the year. Gains or losses re su ltin g  from  fore ign 
currency transactions are included in  ne t income.
Income Taxes
The Com pany and its  subsidiaries are included in  the consolidated federa l 
income ta x  re tu rn  filed  by the Parent. Federal income taxes are calculated as 
i f  the companies filed  on a separate re tu rn  basis, and the am ount o f cu rren t tax  
or benefit ca lculated is e ithe r rem itte d  to  or received from  the Parent. The 
am ount o f cu rren t and deferred taxes payable or refundable  is recognized as o f 
the  date o f the  fin an c ia l statem ents, u tiliz in g  cu rre n tly  enacted ta x  law s and 
rates. Deferred ta x  expenses or benefits are recognized in  the fin an c ia l sta te­
m ents fo r the changes in  deferred ta x  lia b ilit ie s  or assets between years.
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Depreciation
D epreciation is provided on a s tra ig h t-lin e  basis using  estim ated usefu l lives 
o f five  to ten  years. Leasehold im provem ents are am ortized over the lesser o f 
the economic usefu l life  o f the  im provem ent or the te rm  o f the lease.
Drafts Payable
D ra fts  payable represent am ounts d raw n by the Com pany against a bank and 
s igh t overdrafts under a sweep agreement w ith  a bank.
Exchange Memberships*
Exchange m em berships are recorded a t cost or, i f  an o the r th an  tem porary 
im p a irm e n t in  value has occurred, a t a value th a t reflects m anagem ent’s 
estim ate o f the im pa irm en t. M anagem ent believes th a t such im p a irm e n t in  
value occurred in  20X3, a t w h ich  tim e  the Company w rote  down the  cost o f its  
exchange mem berships.
Statement of Cash Flows
For purposes o f the Consolidated S tatem ent o f Cash Flows, the Company has 
defined cash equiva lents as h ig h ly  liq u id  investm ents, w ith  o rig in a l m a tu ritie s  
o f less th a n  n in e ty  days, th a t are no t held fo r sale in  the o rd in a ry  course o f 
business.
3. Cash and Securities Segregated Under Federal and 
Other Regulations
Cash o f $275 and U.S. T reasury  b ills  w ith  a m a rke t va lue o f $630 are segregated 
under the C om m odity Exchange A c t and represent funds deposited by custom ­
ers and funds accru ing to customers as a re su lt o f trades or contracts.
Cash o f $100 has been segregated in  a special reserve bank account for the benefit 
o f customers under Rule 15c3-3 o f the Securities and Exchange Commission.3
4. Receivable From and Payable to Broker-Dealers and 
Clearing Organizations
Am ounts receivable from  and payable to  broker-dealers and clearing  organiza­
tions a t December 31, 20X4, consist o f the  fo llow ing:
R e ce iva b le P a y a b le
Deposits fo r securities borrowed/loaned $ 7,756 $ 7,395
Securities fa iled-to-deliver/receive 13,646 1,014
Payable to c learing  broker — 9,350
Receivable from  clearing  organizations 2,173 —
Fees and commissions receivable/payable 1,312 1,196
O ther 589 209
$25,476 $19,164
The Company clears ce rta in  o f its  p ro p rie ta ry  and custom er transactions 
th rough  another b roker-dealer on a fu lly  disclosed basis. The am ount payable
* AICPA staff and FASB staff are currently considering the accounting guidance for exchange 
memberships that is discussed in this Guide, in light of the issuance of FASB Statem ent No. 142, 
A c c o u n t in g  f o r  G o o d w i l l  a n d  O th e r  I n t a n g ib le  A s s e ts . Readers should be alert to a final decision that 
may impact the accounting for exchange memberships.
3 This is possible wording for those situations in which a  deposit is required based on SEC  Rule 
15c3-3 computation.
AAG-BRD 4.79
Financial Statement Presentation and Classification 1 1 1
to the clearing broker relates to the aforementioned transactions and is collat­
eralized by securities owned by the Company.
5. Receivable From and Payable to Customers
Accounts receivable from and payable to customers include amounts due on 
cash and margin transactions. Securities owned by customers are held as 
collateral for receivables.
6. Securities Owned and Sold, Not Yet Purchased
Marketable securities owned and sold, not yet purchased, consist of trading and 
investment securities at market values, as follows:
Sold,
Not Yet 
Owned Purchased
Obligations of U.S. government $15,400
State and municipal obligations 608
Corporate bonds, debentures, and notes 6,900
Corporate stocks 5,930 $1,190
Options and warrants 900 672
$29,738 $1,862
Securities not readily marketable include investment securities (a) for which 
there is no market on a securities exchange or no independent publicly quoted 
market, (b) that cannot be publicly offered or sold unless registration has been 
effected under the Securities Act of 1933, or (c) that cannot be offered or sold 
because of other arrangements, restrictions, or conditions applicable to the 
securities or to the Company.
At December 31, 20X4, these securities at estimated fair values consist of the 
following:
Bonds $ 851
Equities 692
Options 187
$1,730
7. Bank Loans
Customer loans of $18,400 are collateralized by $24,000 of customers’ margin 
account securities, and firm loans of $8,500 are collateralized by $14,800 of 
securities owned by the Company and $3,000 of securities held pursuant to 
secured demand note collateral agreements.
8. Long-Term Notes Payable
The long-term notes payable of $3,000 bear interest at 10.5 percent and are 
payable in semiannual installments of $250 through July 1, 20Y0. Furniture 
and equipment with a net carrying value of $2,500 has been pledged as sole 
recourse to secure the notes.
9. Subordinated Borrowings4
The borrowings under subordination agreements at December 31, 20X4, are 
listed in the following:
4 Significant restrictive covenants of debt agreements should be disclosed.
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Subordinated notes, 10 percent, due December 31, 20X6 $4,307
Secured demand note co lla te ra l agreements, 6 percent, 
due $1,000 in  M arch 20X5, $1,200 in  M arch 20X6, 
and $3,015 in  December 20X6 5,215
Exchange m em berships contribu ted  fo r the  use o f 
the Com pany 375
$9,897
The subord inated borrow ings are availab le  in  com puting net cap ita l under the 
SEC’s u n ifo rm  net cap ita l ru le . To the exten t th a t such borrow ings are required  
fo r the Com pany’s continued compliance w ith  m in im u m  net cap ita l requ ire ­
m ents, they m ay not be repaid. I t  is the Company’s in te n tio n  no t to  renew the 
secured demand note co lla te ra liz ing  agreements due on M arch 20X5.5
10. Preferred Stock
The pre ferred  stock is redeemable a t the option o f the Com pany a t $105 a share. 
There are no calls or puts on the pre ferred  stock.
11. Pension and Other Postretirement Benefit Plans6, †
The Company has a qua lified , noncon tribu to ry  defined-benefit re tire m e n t p lan  
covering su bs ta n tia lly  a ll o f its  employees. The benefits are based on each 
employee’s years o f service up to a m axim um  o f tw en ty -five  years, and the 
average o f the h ighest five  consecutive annua l salaries o f the ten  years p rio r to *†
5 Because of the unique characteristics of subordinated borrowings, additional disclosure of the 
amount for which six months’ notice has been given of intent to withdraw is necessary.
6 The disclosures for pensions and other postretirement benefits in this note to the illustrative 
financial statem ents have been modified to reflect the requirements of FASB Statem ent No. 132, 
E m p lo y e r s ’ D is c lo s u re s  A b o u t  P e n s io n s  a n d  O th e r  P o s t r e t i r e m e n t  B e n e f i ts  (revised 2003). FASB 
Statement No. 132 (revised 2003) is effective for fiscal years ending after December 15, 2003, with 
certain exceptions. Interim-period disclosures are effective for interim periods beginning after 
December 15, 2003. The provisions of FASB Statem ent No. 132 remain in effect until the provisions 
of FASB Statem ent No. 132 (revised 2003) are adopted. This note to the financial statements 
illustrates the reduced disclosures about pension and postretirement benefit plans for a nonpublic 
entity. Readers should refer to FASB Statement No. 132 (revised 2003) when considering disclosure 
requirements for public entities.
† On December 8, 2003, the President signed the Medicare Prescription Drug, Improvement and 
Modernization Act of 2003 (the Act) into law. The Act introduces a prescription drug benefit under 
Medicare (Medicare Part D) as well as a federal subsidy to sponsors of retiree health care benefit 
plans that provide a  benefit that is at least actuarially equivalent to Medicare Part D. Questions have 
arisen regarding whether an employer that provides postretirement prescription drug coverage (a 
plan) should recognize the effects of the Act on its accumulated postretirement benefit obligation 
(APBO) and net postretirement benefit costs and, if so, when and how to account for those effects.
In Jan u ary  2004, the FASB issues FASB Staff Position (FSP) FAS 106-1, A c c o u n t in g  a n d  
D is c lo s u re  R e q u ir e m e n ts  R e la te d  to  th e  M e d ic a re  P r e s c r ip t io n  D r u g ,  I m p r o v e m e n t  a n d  M o d e r n iz a t io n  
A c t  o f  2 0 0 3 ,  which permits a  sponsor of a postretirement health care plan that provides a prescription 
drug benefit to make a one-time election to defer accounting for the effects of the Act. Regardless of 
whether a  sponsor elects that deferral, the F SP  requires certain disclosures pending further 
consideration of the underlying accounting issues.
In May 2004, the FASB issued FSP  FAS 106-2, A c c o u n t in g  a n d  D is c lo s u re  R e q u ir e m e n ts  R e la te d  
to  th e  M e d ic a r e  P r e s c r ip t io n  D r u g ,  Im p r o v e m e n t  a n d  M o d e r n iz a t io n  A c t  o f  2 0 0 3 ,  which provides 
guidance on the accounting for the effects of the Act for employers that sponsor postretirement health 
care plans that provide prescription drug benefits. This FSP  also requires those employers to provide 
certain disclosures regarding the effect of the federal subsidy provided by the Act. When this FSP  
becomes effective, or upon earlier adoption if elected, it supersedes FSP  FAS 106-1. Except for certain 
nonpublic entities, this FSP  is effective for the first interim or annual period beginning after June 15, 
2004. For a  nonpublic entity, as defined in FASB Statement No. 87, E m p lo y e r s ’  A c c o u n t in g  f o r  
P e n s io n s , that sponsors one or more defined benefit postretirement health care plans that provide 
prescription drug coverage but of which no plan has more than 100 participants, this FSP  is effective 
for fiscal years beginning after December 15, 2004. Earlier application of this FSP  is encouraged.
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re tirem en t. The benefits are reduced by a specified percentage o f the employee’s 
social security  benefit. A n  employee becomes fu lly  vested upon com pletion o f 
five  years o f q ua lify in g  service. I t  is the policy o f the Com pany to fund  the 
m axim um  am ount th a t can be deducted fo r federa l income ta x  purposes.
The Com pany provides h ea lth  and life  insurance benefits to re tire d  employees. 
The hea lth  care component is con tribu to ry , w ith  re tiree  contribu tions adjusted 
period ica lly . The life  insurance component is noncon tribu tory. The accounting 
fo r hea lth  care antic ipa tes fu tu re  changes in  cost-sharing provisions. The 
Com pany reserves the r ig h t to amend or te rm ina te  these program s a t any tim e. 
F u ll- tim e  employees o f the Company become e lig ib le  fo r these benefits upon 
a tta in m e n t o f age 55 and com pletion o f ten  years o f service.
The company uses a December 31 m easurem ent date fo r its  plans.
P e n s io n O th e r
B e n e fits B e n e fits
2 0 X 4 2 0 X 4
B ene fit cost $ 254 $ 443
Em ployer con tribu tion 250
P lan p a rtic ip a n ts ’ contribu tions 10
Benefits paid (125) (30)
B enefit ob liga tion  a t December 31 $4,003 $ 1,401
F a ir  va lue o f p lan  assets a t December 31 4,297 0
Funded status $ 294 $(1,401)
N e t am ount recognized $ 264 $(1,401)
Am ounts recognized in  the sta tem ent o f fin an c ia l position  consist of:
P e n s io n O th e r
B e n e fits B e n e fits
2 0 X 4 2 0 X 4
Prepaid benefit cost $ 264 $ 0
Accrued benefit cost 0 $(1,401)
N et am ount recognized $ 264 $(1,401)
The accum ulated bene fit ob liga tion  fo r defined benefit pension p lan  was $XXX 
a t December 31, 20X4.
A d d it io n a l In fo rm a t io n
Assum ptions
W eigh ted-ave rage  assum ptions  used  
to  d e te rm in e  b e n e fit o b lig a tio n s  a t 
D ecem ber 31, 20X4:
D iscount ra te
Rate o f compensation increase
P e n s io n  O th e r
B e n e fits  B e n e fits
8 .00% 8 .00% 
5.50%
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W eigh ted-ave rage  assum ptions  used  
to  d e te rm in e  n e t p e r io d ic  b e n e fit cost 
fo r  th e  y e a r ended D ecem ber 31, 20X4:
P e n s io n  O th e r  
B e n e fits  B e n e fits
D iscount ra te  8.00% 8.00%
Expected re tu rn  on p lan  assets 6.50%
Rate o f compensation increase 5.50%
[E ntity -spec ific  n a rra tive  descrip tion o f the basis used to  determ ine the overa ll 
expected long-te rm  ra te  o f re tu rn  on assets, as described in  paragraph 8(c)(3) 
o f FASB S tatem ent No. 132 (revised 2003) w ou ld  be included here.]
A ssu m e d  h e a lth  c a re  c o s t t r e n d  ra te s  a t D e c e m b e r 31, 20X4
D iffe re n t h ea lth  care cost tren d  rates were assumed fo r coverage to age 65.
P re -6 5 P o s t-6 5
H ea lth  care cost trend  ra te  assumed fo r next year 
Rate to w h ich  the cost trend  ra te  is assumed to
14% 11%
decline (the u ltim a te  tren d  ra te ) 7% 5%
Year th a t the ra te  reaches the u ltim a te  tren d  ra te 20XX 20XX
P lan Assets
The Com pany’s pension p lan  weighted-average asset a llocations as o f Decem­
ber 31, 20X4, by asset category are as fo llows:
P la n  A sse ts  a t
A sse t C a te g o ry  D e ce m b e r 31 , 2 0 X 4
E q u ity  securities XX%
Debt securities X X
Real estate X X
O ther X X
T o ta l 100%
[E n tity  specific n a rra tive  descrip tion o f investm en t policies and strategies fo r 
p lan  assets, in c lu d ing  weighted-average ta rg e t asset allocations [ i f  used as p a rt 
o f those policies and strategies] as described in  paragraph 8(c)(2) o f FASB 
S tatem ent No. 132 (revised 2003) w ould  be included here. According to para ­
graph 8(c)(4), disclosure o f add itiona l asset categories and add itiona l in fo rm a ­
tio n  about specific assets w ith in  a category is encouraged i f  th a t in fo rm a tion  is 
expected to be usefu l in  unders tand ing  the risks  associated w ith  each asset 
category and the overa ll expected long-te rm  ra te  o f re tu rn  on assets.]
Cash Flows
C o n tr ib u t io n s
The Com pany expects to con tribu te  $XXX to its  pension p lan  and $XXX to its  
o ther postre tirem ent benefit p lan  in  20X5.
E s t im a te d  F u tu re  B e n e f it  P a y m e n ts
The fo llow ing  bene fit paym ents, w h ich  re flec t expected fu tu re  service, as 
appropria te , are expected to  be paid:
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P e n s io n O th e r
B e n e fits B e n e fits
20X5 $xxx $xxx
20X6 $xxx $xxx
20X7 $xxx $xxx
20X8 $xxx $xxx
20X9 $xxx $xxx
Years 20Y0-20Y4 $xxx $xxx
12. Financial Instruments‡
Accounting Policies
D eriva tive  fin an c ia l ins tru m e n ts  used fo r tra d in g  purposes, in c lu d ing  economic 
hedges o f tra d in g  ins trum ents , are carried a t m a rke t value or, i f  m a rke t prices 
are no t rea d ily  availab le , fa ir  value. M a rke t values fo r exchange-traded deriva ­
tives, p rin c ip a lly  fu tu res and ce rta in  options, are based on quoted m arke t 
prices. F a ir  values fo r over-the-counter deriva tive  fin an c ia l ins trum ents , p r in ­
c ipa lly  forw ards, options, and swaps, are based on p ric ing  models in tended to 
approxim ate the am ounts th a t w ould  be received from  or paid  to a th ird  p a rty  
in  se ttlem ent o f the contracts. Factors taken  in to  consideration include cred it 
spreads, m a rke t liq u id ity , concentrations, and fund ing  and a dm in is tra tive  
costs incu rred  over the life  o f the ins trum ents .
D eriva tives used fo r economic hedging purposes include swaps, forw ards, 
fu tu res, and purchased options. U nrea lized gains or losses on these deriva tive  
contracts are recognized cu rre n tly  in  the sta tem ent o f income as tra d in g  
revenues. The Company does not app ly hedge accounting as defined in  FASB 
S tatem ent No. 133, A c c o u n t in g  f o r  D e r iv a t iv e  In s t ru m e n ts  a n d  H e d g in g  A c t iv i ­
t ie s , as amended, as a ll fin an c ia l in s tru m e n ts  are m arked  to  m a rke t w ith  
changes in  fa ir  values reflected in  earnings. Therefore, the disclosures requ ired  
in  paragraphs 44 and 45 o f the S tatem ent are genera lly  no t applicable w ith  
respect to  these fin an c ia l ins trum ents .
F a ir  values o f forw ards, swaps, and options contracts are recorded in  securities 
owned or securities sold, no t ye t purchased, as appropriate . Open equ ity  in  
fu tu res  transactions are recorded as receivables from  and payables to b roker- 
dealers and c learing  organizations or customers, as applicable.
Prem ium s and unrea lized gains and losses fo r w ritte n  and purchased option 
contracts, as w e ll as unrea lized gains and losses on in te res t ra te  swaps, are 
recognized gross in  the  consolidated sta tem ent o f fin an c ia l condition. The 
unrealized gains fo r delayed-delivery, to-be-announced (TBA), and when-issued 
securities genera lly  are recorded in  the consolidated sta tem ent o f financ ia l 
cond ition  ne t o f unrea lized losses by counterparty. ‡
‡  Among other matters, the consensuses in EITF Issue No. 02-3, I s s u e s  I n v o lv e d  i n  A c c o u n t in g  
f o r  D e r iv a t iv e  C o n tr a c ts  H e ld  f o r  T r a d in g  P u rp o s e s  a n d  C o n tr a c ts  I n v o lv e d  i n  E n e r g y  T r a d in g  a n d  
R is k  M a n a g e m e n t  A c t iv i t i e s ,  provide guidance on the presentation of gains and losses on certain 
derivative instruments and preclude broker-dealers from recognizing dealer profit, or unrealized gain 
or loss at the inception of the contract, absent observable m arket prices or inputs.
Readers should also consider guidance provided in DIG Issue No. B6 and its interaction with EITF 
Issue No. 02-3 as it will have an impact on the realization of dealer profits on embedded derivatives. 
Please refer to the SEC speech by John Jam es at 2003 Thirty-First AICPA National Conference on 
Current SEC Developments which can be viewed at http://www.sec.gov/news/speech/spchl21103jmj. 
htm.
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Principal Transactions (Disclosure is not required by FASB Statement 
No. 133, FASB Statement No. 138 or FASB Statement No. 149; 
how ever, it is a recommended disclosure for the Broker-Dealer 
Industry)
The Company’s principal transaction revenues by reporting categories, includ­
ing derivatives, at December 31, 20X4, are the following:
Fair Value of Financial Instruments|| (Disclosure is not required by 
FASB Statement No. 133 or FASB Statement No. 138; however, this 
disclosure was encouraged for SEC registrants in a letter from Lynn 
Turner, Chief Accountant for the SEC, to the AICPA in October 2000)
The financial instruments of the Company are reported in the consolidated 
statement of financial condition at market or fair values, or at carrying amounts 
that approximate fair values because of the short maturity of the instruments, 
except repurchase and reverse repurchase agreements, long-term notes pay­
able, and subordinated borrowings. The estimated fair values of these financial 
instruments at December 31, 20X4, are as follows:7
The fair value estimates of repurchase and reverse repurchase agreements are 
based on dealer quotes. The fair value estimates of the Company’s long-term notes 
payable and subordinated borrowings are based on current rates offered to the 
Company for debt with substantially the same characteristics and maturities.
Financial Instruments With Off-Balance-Sheet Risk
The Company enters into various transactions involving derivatives and other 
off-balance sheet financial instruments. These financial instruments include
| |  FASB Statement No. 126, E xem p tio n  F ro m  C e rta in  R e q u ire d  D isc lo su re s  A b ou t F in a n c ia l  
In stru m e n ts  fo r  C e rta in  N o n p u b lic  E n tit ie s , an amendment of FASB Statem ent No. 107, as amended 
by FASB Statem ent No. 133, A cco u n tin g  fo r  D eriv ativ e  In stru m e n ts  a n d  H e d g in g  A c tiv itie s , and No. 
149, A m en d m en t o f  S ta te m e n t 133  on D eriv ativ e  In stru m e n ts  a n d  H e d g in g  A c tiv it ie s , amends FASB 
Statement No. 107, D isc lo su re s  A b o u t F a i r  V alue o f  F in a n c ia l  In stru m e n ts , to make the disclosures 
about fair value of financial instruments prescribed in FASB Statem ent No. 107 optional for entities 
that meet all of the following criteria:
a .  The entity is a  nonpublic entity.
b. The entity’s total assets are less than $100 million on the date of the financial statements.
c. The entity has no instrument that, in whole or in part, is accounted for as a derivative instru­
ment under FASB Statem ent No. 133, other than commitments related to the origination 
of mortgage loans to be held for sale, during the reporting period.
7 When carrying amounts and fair values are the same, the table may be omitted if that is 
stated.
Fixed income 
Equity
Foreign exchange and other derivative financial instruments
$ 2.6
3.5
0.6
$6.7
Assets (Liabilities)
Carrying F a ir  
Amount Value
Repurchase agreements 
Reverse repurchase agreements
Long-term notes payable 
Subordinated borrowings
$(5,790) $ (5,778)
6,282 6,296
(3,000) (3,300)
(9,897) (10,800)
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fu tu res, fo rw ard  and fo re ign  exchange contracts, exchange-traded and over- 
th e -cou n te r options, delayed de live ries , m ortgage-backed to-be-announced 
secu ritie s  (TB As), securities  purchased and sold on a w hen-issued basis 
(when-issued securities), and in te res t ra te  swaps. These deriva tive  financ ia l 
ins trum en ts  are used to m eet the needs o f customers, conduct tra d in g  activ ities , 
and manage m arke t r isks  and are, therefore, subject to va ry ing  degrees o f 
m arke t and cred it r isk . D eriva tive  transactions are entered in to  fo r tra d in g  
purposes or to econom ically hedge o ther positions or transactions.
Futures and fo rw ard  contracts and TBAs and when-issued securities provide 
fo r the delayed de livery o f the u nde rly ing  ins tru m e n t. As a w r ite r  o f options, 
the Company receives a p rem ium  in  exchange fo r g iv ing  the coun terparty  the 
r ig h t to buy or sell the security a t a fu tu re  date a t a contracted price. In te re s t 
ra te  swaps involve the exchange o f paym ents based on fixed  or flo a tin g  rates 
applied to  no tiona l amounts. The contractua l or no tiona l am ounts re la ted  to 
these fin an c ia l ins trum en ts  re flec t the volum e and a c tiv ity  and do not re flect 
the am ounts a t risk . Fu tures contracts are executed on an exchange, and cash 
se ttlem ent is made on a d a ily  basis fo r m arke t movements. Accordingly, fu tu res 
contracts genera lly  do not have c red it risk . The cred it r is k  fo r fo rw ard  contracts, 
TBAs, options, swaps, and when-issued securities is lim ite d  to the unrea lized 
m arke t va lua tion  gains recorded in  the s ta tem ent o f fin an c ia l condition. M a r­
ke t r is k  is su b s ta n tia lly  dependent upon the value o f the und e rly in g  financ ia l 
ins trum en ts  and is affected by m a rke t forces such as v o la t ility  and changes in  
in te res t and fore ign exchange rates.
The Company had ce rta in  o ther transactions w hich, in  accordance w ith  indus­
tr y  practice, were not recorded on the sta tem ent o f fin an c ia l condition. A t 
December 31, 20X4, the Company had com m itm ents to enter in to  fu tu re  resale 
and repurchase agreements. A t December 31, 20X4, the Com pany had also 
borrowed securities and pledged securities against those borrowed securities.
In  add ition , the Company has sold securities th a t i t  does not c u rre n tly  own and 
w ill  therefore be obligated to purchase such securities a t a fu tu re  date. The 
Com pany has recorded these obligations in  the fin a n c ia l sta tem ents a t Decem­
ber 31, 20X4, a t m a rke t values o f the re la ted  securities and w ill  in cu r a loss i f  
the m a rke t va lue o f the  securities increases subsequent to December 31, 20X4.
In  the norm a l course o f business, the Com pany’s custom er ac tiv itie s  invo lve 
the execution, settlem ent, and financ ing  o f various custom er securities tra n s ­
actions. These a c tiv itie s  m ay expose the Company to off-balance-sheet r is k  in  
the event the custom er or o ther b roker is unable to  fu l f i l l  its  contracted 
obligations and the Company has to purchase or sell the fin an c ia l in s tru m e n t 
u nde rly ing  the contract a t a loss.
The Com pany’s custom er securities ac tiv itie s  are transacted on e ithe r a cash 
or m arg in  basis. In  m arg in  transactions, the Company extends c red it to its  
customers, subject to  various regu la to ry  and in te rn a l m arg in  requirem ents, 
co lla tera lized by cash and securities in  the custom ers’ accounts. In  connection 
w ith  these activ ities , the Company executes and clears custom er transactions 
invo lv in g  the sale o f securities not ye t purchased, su bs ta n tia lly  a ll o f w hich  are 
transacted on a m arg in  basis subject to  in d iv id u a l exchange regula tions. Such 
transactions m ay expose the Company to s ign ifican t off-balance-sheet r is k  in  
the  event m arg in  requirem ents are no t su ffic ien t to fu lly  cover losses th a t 
customers m ay incur. In  the event the custom er fa ils  to sa tis fy  its  obligations, 
the  Company m ay be required  to purchase or sell fin an c ia l ins trum en ts  a t 
p re va iling  m a rke t prices to fu lf i l l  the custom er’s obligations. The Company 
seeks to contro l the r isks  associated w ith  its  custom er ac tiv itie s  by re q u irin g  
customers to m a in ta in  m arg in  co lla te ra l in  compliance w ith  various regu la to ry
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and in te rn a l guidelines. The Company m onitors requ ired  m arg in  levels da ily  
and, pursuan t to  such guidelines, requires the custom er to  deposit add itiona l 
co lla te ra l or to reduce positions when necessary.
The Com pany’s custom er financ ing  and securities se ttlem ent ac tiv itie s  require  
the Company to  pledge custom er securities as co lla te ra l in  support o f various 
secured financ ing  sources such as bank loans and securities loaned. In  the event 
the coun terparty  is unable to meet its  contractua l ob liga tion  to re tu rn  custom er 
securities pledged as co lla te ra l, the Com pany m ay be exposed to  the r is k  o f 
acqu iring  the securities a t p re va ilin g  m a rke t prices in  order to sa tis fy  its  
custom er obligations. The Com pany controls th is  r is k  by m on ito ring  the m arke t 
va lue o f securities pledged on a d a ily  basis and by re q u ir in g  adjustm ents o f 
co lla te ra l levels in  the event o f excess m a rke t exposure. In  add ition , the 
Company establishes cred it lim its  fo r such ac tiv itie s  and m onitors compliance 
on a da ily  basis.
Quantitative Disclosures for Derivative Financial Instruments Used for 
Trading Purposes (Disclosure is not required by FASB Statement No. 
133, FASB Statement No. 138 or FASB Statement No. 149; however, it 
is a recommended disclosure for the Broker-Dealer Industry)
As o f December 31, 20X4, the gross contractua l or no tiona l am ounts o f deriva ­
tive  fin an c ia l ins trum en ts  used fo r tra d in g  purposes are as fo llows:
N o t io n a l o r  
C o n tra c t  A m o u n t
In te re s t Rate:
Swap agreements, inc lud ing  options,
swaptions, caps, collars, and floors $50
Futures contracts 5
O ptions held  2 
Fore ign Exchange:
Futures contracts 5
Forw ard  contracts 23
O ptions held 1
O ptions w ritte n  2 
M ortgage-Backed Securities:
Forw ard  contracts 10 
E qu ity :
Swap agreements 22
Futures contracts 5
Options held  1
O ptions w ritte n  1
The m a jo rity  o f the Com pany’s transactions w ith  off-balance-sheet r is k  are 
short-te rm  in  d u ra tio n  w ith  a w eighted average m a tu r ity  o f approxim ate ly 1.65 
years a t December 31, 20X4. The rem a in ing  m a tu ritie s  fo r no tiona l or contract 
am ounts ou ts tand ing  fo r de riva tive  fin an c ia l ins tru m e n ts  are as fo llow s:8
8 The disclosure of the remaining m aturities for notional or contract amounts for derivative 
financial instruments is encouraged, but not required.
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O ne y e a r Y ea rs Y ea rs 5  y e a rs T o ta l
Swap agreements $20 $25 $16 $11 $ 72
F utures contracts 9 5 1 15
Forw ard  contracts 33 33
O ptions held 4 4
O ptions w ritte n 3 3
T ota l $69 $30 $17 $11 $127
Percent o f to ta l 54% _24% 13% 9% 100%
The fa ir  values o f de riva tive  fin a n c ia l ins trum en ts  held or issued fo r tra d in g  
purposes as o f December 31, 20X4, and the average m on th ly  fa ir  va lue o f the 
ins trum en ts  fo r the year ended December 31, 20X4, are as fo llows:
F a i r  V a lu e  a t  Y e a r -E n d  A v e ra g e  F a i r  V a lu e s
A sse ts  L ia b i l i t ie s  A sse ts  L ia b i l i t ie s
Swap agreements $48.7 $39.2 $49.8 $29.8
Forw ard  contracts 10.9 8.1 3.1 2.0
O ptions held 32.7 20.3
O ptions w ritte n 38.3 16.2
Tota l $92.3 $85.6 $73.2 $48.0
The fo llow ing  table  sum m arizes the cred it q u a lity  o f the Com pany’s trad ing - 
re la ted  deriva tives by show ing coun te rparty  c red it ra tings  fo r the replacem ent 
cost (net o f co lla te ra l o f $30.3 m illio n ) o f contracts in  a gain  position a t 
December 31, 20X4.9
R a t in g (*) N e t R e p la c e m e n t C ost
A A A  $12
A A  22
A  13
BBB and low er 10
O the r(†) 5
(*) R a t in g  A g e n c y  E q u iv a le n t
(†)“ O th e r ”  in d ic a te s  c o u n te r p a r t ie s  fo r  w h ic h  n o  c r e d it  w a s  a v a ila b le  f ro m  
a n  in d e p e n d e n t  t h i r d - p a r t y  s o u rc e . I t  does n o t  n e c e s s a r ily  in d ic a te  th e  
c o u n te r p a r t ie s  c r e d i t  is  b e lo w  in v e s tm e n t  g ra d e .
Derivative Financial Instruments Used for Purposes Other 
Than Trading
The Com pany enters in to  deriva tive  contracts to econom ically hedge exposures 
or to  m od ify  the characteristics o f fin an c ia l ins trum en ts  or transactions.
9 Quantitative disclosure for derivative financial instruments such as this table is encouraged, 
but not required.
AAG-BRD 4.79
12 0 B roke rs  and D ea le rs in  S ecurities
Open deriva tive  contracts, w h ich  are lin ke d  to assets or lia b ilit ie s  th a t are sold 
or otherw ise disposed of, are te rm ina ted  a t the tim e  o f d isposition. U nrea lized 
gains or losses on such deriva tive  contracts are recognized in  the sta tem ent o f 
income cu rre n tly  as tra d in g  revenues.
(D isclosure in  th is  paragraph is not requ ired  by FASB S tatem ent No. 133, 
FASB S tatem ent No. 138 or FASB S tatem ent No. 149; however, i t  is a recom­
mended disclosure fo r the B roker-D ea ler Indu s try ). A t December 31, 20X4, the 
Company had outs tand ing  in te res t ra te  and currency swap agreements w ith  a 
no tiona l p rin c ip a l am ount o f $800. The swaps are recorded a t fa ir  va lue, and 
changes in  fa ir  va lue are included in  income cu rren tly . A d d itio n a lly , periodic 
settlem ents paid  or received are included in  income cu rren tly .
Concentrations of Credit Risk
The Company and its  subsidiaries are engaged in  various tra d in g  and b roker­
age a c tiv itie s  in  w h ich  counterparties p r im a r ily  include broker-dealers, banks, 
and o ther fin an c ia l in s titu tio n s . In  the event counterparties do not fu l f i l l  th e ir  
obligations, the Company m ay be exposed to r isk . The r is k  o f de fau lt depends 
on the cred itw orth iness o f the coun terparty  or issuer o f the ins tru m e n t. I t  is 
the Com pany’s policy to review , as necessary, the cred it s tand ing  o f each 
counterparty.
13. Commitments and Contingent Liabilities
The Com pany is contingently  liab le  as o f December 31, 20X4, in  the am ount o f 
$4,375 under bank guarantees and has outstand ing  le tte r-o f-c red it agreements 
aggregating $3,000 used in  lie u  o f m arg in  deposits. The Company has deter­
m ined th a t these com m itm ents do not meet the d e fin itio n  o f a deriva tive , as 
defined by FASB S tatem ent No. 133, as amended. These agreements are 
genera lly made fo r periods o f s ix m onths to one year and bear in te res t a t rates 
from  .5 percent to  1 percent.
The Company and its  subsidiaries have obligations under opera ting  leases w ith  
in it ia l noncancelable te rm s in  excess o f one year. Aggregate annua l ren ta ls  fo r 
office space and equipm ent a t December 31, 20X4, are approx im ate ly  as lis ted  
below:
20X5 $1,492
20X6 1,440
20X7 1,006
20X8 982
20X9 901
L a te r years 1,164
$6,985
C erta in  leases conta in  renew al options and escalation clauses. R ent expense 
fo r 20X4 aggregated to $1,519 and is included in  the O ccu p a n cy  expense line  
ite m  on the Consolidated S tatem ent o f Income.
The Company and a subsid ia ry— together w ith  various o ther broker-dealers, 
corporations, and in d iv id u a ls— have been named as defendants in  several class 
action law su its  th a t allege v io la tions o f federa l and state securities laws and 
c la im  substan tia l damages. The Company is also a defendant in  o ther law su its  
inc iden ta l to its  securities and comm odities business. M anagem ent o f the 
Company, a fte r consu lta tion  w ith  outside legal counsel, believes th a t the 
reso lu tion  o f these various law su its  w ill  no t re su lt in  any m a te ria l adverse 
effect on the Company’s consolidated fin an c ia l position.
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In  the norm a l course o f business, the Company enters in to  u n d e rw ritin g  
com m itm ents. T ransactions re la tin g  to such u n d e rw ritin g  com m itm ents th a t 
were open a t December 31, 20X4, and were subsequently settled had no 
m a te ria l effect on the fin an c ia l statem ents as o f th a t date.
14. Guarantees
FASB In te rp re ta tio n  No. 45 (F IN  45), G u a ra n to r ’s A c c o u n t in g  a n d  D is c lo s u re  
R e q u ire m e n ts  f o r  G u a ra n te e s , I n c lu d in g  In d ir e c t  G u a ra n te e s  o f  In d e b te d n e s s  o f  
O th e rs , requires the  Company to disclose in fo rm a tion  about its  obligations 
under ce rta in  guarantee arrangem ents. F IN  45 defines guarantees as contracts 
and indem n ifica tion  agreements th a t contingently  requ ire  a gua ran to r to  m ake 
paym ents to the guaranteed p a rty  based on changes in  an u nderly ing  (such as 
an in te re s t o r fo re ign  exchange ra te , security  or com m odity price, an index or 
the occurrence or nonoccurrence o f a specified event) re la ted  to  an asset, 
l ia b il ity  or equ ity  security  o f a guaranteed party . F IN  45 also defines guaran­
tees as contracts th a t contingently  requ ire  the gua ran to r to  m ake paym ents to 
the guaranteed p a rty  based on another e n tity ’s fa ilu re  to perform  under an 
agreem ent as w e ll as in d ire c t guarantees o f the indebtedness o f others.
Derivative Contracts
C erta in  deriva tive  contracts th a t the Company has entered in to  meet the 
accounting d e fin it io n  o f a guarantee under F IN  45. D eriva tives th a t m eet the 
F IN  45 d e fin itio n  o f guarantees include ce rta in  w ritte n  options and cred it 
de fau lt swaps. Since the Company does not tra c k  the counterparties ’ purpose 
fo r en te ring  in to  a deriva tive  contract, i t  has disclosed deriva tive  contracts th a t 
are lik e ly  to  be used to pro tect aga inst a change in  an u nderly ing  financ ia l 
in s tru m e n t, regardless o f th e ir  actua l use.
The m axim um  p o ten tia l payout fo r ce rta in  deriva tive  contracts, such as w ritte n  
in te res t ra te  caps and w ritte n  fo re ign  currency options, cannot be estim ated as 
increases in  in te res t or fo re ign  exchange rates in  the fu tu re  could possibly be 
u n lim ite d . Therefore, in  order to provide in fo rm a tion  regard ing  the m axim um  
po ten tia l am ount o f fu tu re  paym ents th a t the Com pany could be requ ired  to 
m ake under ce rta in  deriva tive  contracts, the no tiona l am ount o f the contracts 
has been disclosed.
The Com pany records a ll deriva tive  contracts a t fa ir  value. For th is  reason, the 
Company does not m on ito r its  r is k  exposure to deriva tive  contracts based on 
deriva tive  no tiona l am ounts; ra th e r the Company manages its  r is k  exposure 
on a fa ir  va lue basis. Aggregate m a rke t r is k  lim its  have been established, and 
m arke t r is k  measures are ro u tin e ly  m on itored against these lim its . The Com­
pany also manages its  exposure to these deriva tive  contracts th rough  a va rie ty  
o f r is k  m itig a tio n  strategies, inc lud ing , b u t no t lim ite d  to, en te ring  in to  offset­
t in g  economic hedge positions. The Com pany believes th a t the no tiona l 
am ounts o f the deriva tive  contracts genera lly  overstate its  exposure.
Indemnifications
In  the norm a l course o f its  business, the Company indem nifies and guarantees 
ce rta in  service providers, such as c learing  and custody agents, trustees and 
adm in is tra to rs , aga inst specified po ten tia l losses in  connection w ith  th e ir  
acting  as an agent of, or p rov id ing  services to, the Com pany or its  a ffilia tes . 
The Com pany also indem nifies some clien ts against po ten tia l losses incu rred  
in  the  event specified th ird -p a rty  service providers, inc lud ing  subcustodians 
and th ird -p a rty  brokers, im p rope rly  execute transactions. The m axim um  po­
te n tia l am ount o f fu tu re  paym ents th a t the Com pany could be requ ired  to  make
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under these indem n ifica tions cannot be estim ated. However, the Company 
believes th a t i t  is u n lik e ly  i t  w ill  have to m ake m a te ria l paym ents under these 
arrangem ents and has not recorded any contingent l ia b il ity  in  the consolidated 
fin an c ia l statem ents fo r these indem nifica tions.
The Company provides representations and w arran ties  to counterparties in  
connection w ith  a va rie ty  o f com m ercial transactions and occasionally indem ­
n ifies them  aga inst po te n tia l losses caused by the breach o f those repre­
se n ta tio n s  and w a rra n tie s . The C om pany m ay a lso p ro v id e  s ta n d a rd  
indem n ifica tions to some counterparties to protect them  in  the event add itiona l 
taxes are owed or paym ents are w ithhe ld , due e ithe r to a change in  or adverse 
app lica tion  o f ce rta in  ta x  laws. These indem nifica tions generally are standard  
contractua l te rm s and are entered in to  in  the norm a l course o f business. The 
m axim um  po ten tia l am ount o f fu tu re  paym ents th a t the Company could be 
requ ired  to m ake under these indem n ifica tions cannot be estim ated. However, 
the Com pany believes th a t i t  is u n lik e ly  i t  w il l  have to make m a te ria l paym ents 
under these arrangem ents and has not recorded any contingent l ia b il ity  in  the 
consolidated fin an c ia l statem ents fo r these indem nifica tions.
Exchange Member Guarantees
The Company is a m em ber o f various exchanges th a t trade and clear securities 
and/or fu tu res  contracts. Associated w ith  its  m em bership, the Company m ay 
be requ ired  to pay a p roportionate  share o f the fin an c ia l obligations o f another 
m em ber who m ay de fau lt on its  obligations to the exchange. W h ile  the rules 
govern ing d iffe ren t exchange m em berships vary, in  general the Com pany’s 
guarantee obligations w ould  arise on ly i f  the exchange had p reviously ex­
hausted its  resources. In  add ition , any such guarantee ob liga tion  w ould  be 
apportioned among the o ther non -defau lting  members o f the exchange. A ny 
po ten tia l contingent l ia b il ity  under these m em bership agreements cannot be 
estim ated. The Company has not recorded any contingent l ia b il i ty  in  the 
consolidated fin an c ia l statem ents fo r these agreements and believes th a t any 
po ten tia l requ irem en t to m ake paym ents under these agreements is remote.
Other Guarantees
The Company, in  its  capacity as an agency lender, occasionally indem nifies 
securities lend ing  customers against losses incu rred  in  the event th a t borrow ­
ers do not re tu rn  securities and the co lla te ra l held is in su ffic ie n t to cover the 
m a rke t value o f the securities borrowed. In  add ition , the Company provides 
le tte rs  o f c red it and other guarantees, on a lim ite d  basis, to enable c lients to 
enhance th e ir  c red it s tand ing  and complete transactions.
The fo llow ing  table  sets fo rth  the m axim um  payout/no tiona l am ounts associ­
ated w ith  the Com pany’s guarantees as o f December 31, 20X4:
M a x im u m  P o te n tia l P a y o u t/N o tio n a l
Years to M a tu r i t y
Type o f  Less O ver C a r ry in g  C o lla te ra l  /
G u a ran tee  th a n  1 1—3 3—5 5  T o ta l A m o u n t Recourse
(d o lla rs  in  th o usa n d s )
D e r iv a t iv e  c o n tra c ts $ X X $xx $xx $xx $xx $xx $xx
S e c u r it ie s  le n d in g  
in d e m n if ic a t io n s $xx $xx $xx $xx $xx $xx $xx
L e t te r s  o f  c r e d it  a n d  
o th e r  g u a ra n te e s $xx $xx $xx $xx $xx $xx $xx
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15. Net Capital Requirements#
The Com pany is subject to the Securities and Exchange Com m ission U n ifo rm  
N et C ap ita l Rule (SEC Rule 15c3-1), w hich  requires the m aintenance o f 
m in im u m  ne t ca p ita l and requ ires  th a t the  ra tio  o f aggregate indebtedness 
to ne t ca p ita l, bo th  as defined, sh a ll no t exceed 15 to 1 (and the  ru le  o f the  
“ app licab le ” exchange also p rov ides th a t e q u ity  ca p ita l m ay no t be w ith ­
d ra w n  or cash dividends paid i f  the resu ltin g  ne t cap ita l ra tio  w ou ld  exceed 10 
to l ) . 10 The Company is also subject to the C om m odity F utures T rad ing  
Com m ission’s (CFTC ’s) m in im u m  fin an c ia l requ irem ents (Regulation 1.17), 
w h ich  requ ire  th a t the Com pany m a in ta in  net cap ita l, as defined, equal to 4 
percent o f custom er funds requ ired  to be segregated pu rsuan t to  the Com m odity 
Exchange Act, less the m a rke t va lue o f ce rta in  com m odity options, a ll as 
defined.11 A t December 31, 20X4, the Company had net cap ita l o f $33,584, 
w hich  was $29,381 in  excess o f its  requ ired  net cap ita l o f $4,203. The Com pany’s 
ne t cap ita l ra tio  was 1.7 to l . 12, 13
16. Income Taxes
The Com pany is included in  the consolidated federa l income ta x  re tu rn  filed  by 
its  Parent. Federal income taxes are calculated as i f  the Company filed  a 
separate federal income ta x  re tu rn . The Company files  its  own state and local 
ta x  re tu rns . The cu rren t and deferred portions o f the income ta x  expense 
(benefit) included in  the sta tem ent o f operations as determ ined in  accordance 
w ith  FASB S tatem ent No. 109, A c c o u n t in g  f o r  In c o m e  Taxes, are as follows:
C u r re n t  D e fe rre d  T o ta l
Federal $5,204 $(304) $4,900
State and local 1,280 680 1,960
Fore ign 240 —  240
$6,724 $ 37 6  $7,100
A  reconcilia tion  o f the difference between the expected income ta x  expense or 
income computed a t the U.S. s ta tu to ry  income ta x  ra te  and the Company’s 
income ta x  expense is shown in  the fo llow ing  tab le :14
#  See footnote *  to the “SEC Rule 15c3-1, ‘The Uniform Net Capital Rule’” section starting in 
paragraph 3.37.
10 Various regulatory agencies and exchanges may impose additional capital requirements, 
which may be necessary to disclose.
11 Only applicable if the broker-dealer is a futures commission merchant subject to Regulation 
1.17 of the CFTC.
12 If the company has elected to compute net capital under the alternative method of SEC  Rule 
15c3-1, appropriate wording would be as follows:
The Company is subject to the Securities and Exchange Commission’s Uniform Net Capital Rule 
(Rule 15c3-1), which requires the maintenance of minimum net capital. The Company has elec­
ted to use the alternative method, permitted by the rule, which requires that the Company and 
its subsidiary maintain minimum net capital, as defined, equal to the greater of $250 each or 2 
percent of aggregate debit balances arising from customer transactions, as defined. (The net cap­
ital rule of the “applicable” exchange also provides that equity capital may not be withdrawn or 
cash dividends paid if  resulting net capital would be less than 5 percent of aggregate debits.)
The Company is also subject to the CFTC’s minimum financial requirements (Regulation 1.17) 
which require that the Company maintain net capital, as defined, equal to 4 percent of customer 
funds required to be segregated pursuant to the Commodity Exchange Act, less the market value 
of certain commodity options, all as defined. At December 31, 20X4, the Company had net capital 
of $25,125, which was 46.6 percent of aggregate debit balances and $23,885 in excess of required 
net capital.
13 See illustrative Schedule I.
14 Optional disclosure for firms not subject to SEC Regulation S-X. An explanation of a dispro­
portionate tax provision, however, is required under generally accepted accounting principles.
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Expected income ta x  expense at 
U.S. s ta tu to ry  ta x  ra te  $4,659
The effect of:
N ondeductib le expenses 1,309
Increase due to state and local taxes, ne t o f U.S. federal 
income ta x  effects 1,293
Tax-exem pt income, ne t o f re la ted  nondeductible 
in te res t expense (427)
O ther, ne t 266
Income ta x  expense15 $7,100
17. Basic Earnings Per Share
Basic earnings per share o f common stock were computed by d iv id in g  income 
availab le  to common stockholders (net income, less the pre ferred  stock d iv idend 
requirem ent), by the  w eighted average num ber o f common shares outstand ing  
fo r the  year. D ilu te d  earnings per share are no t presented because the Company 
has issued no d ilu tive  po ten tia l common shares.
18. Consolidated Subsidiaries16
The fo llow ing  is a  sum m ary o f ce rta in  fin an c ia l in fo rm a tion  o f the Com pany’s 
consolidated subsidiaries:
B ro k e r -  In v e s tm e n t V e n tu re  
D e a le r  J r .  A d v is o ry  C a p ita l  T o ta l
T o ta l assets $12,700 $1,700 $5,100 $19,500
Stockholders’ equ ity  2,800 400 1,800 5,000
The $2,800 o f stockholder’s equ ity  and $1,500 o f the subord inated lia b ilit ie s  o f 
the broker-dealer subsid ia ry are included as cap ita l in  a consolidated compu­
ta tio n  o f the  Com pany’s ne t cap ita l, because the assets o f the subsid ia ry are 
re a d ily  availab le  fo r the pro tection  o f the Com pany’s customers, broker-dealers, 
and other creditors, as p e rm itted  by Rule 15c3-1. The accounts o f the o ther 
subsidiaries are no t included in  the com putation.
19. Collateral
Am ounts th a t the Com pany has pledged as co lla te ra l, w hich  are no t reclassified 
and reported separately, a t December 31, 20X4, consist o f the fo llow ing:
F in a n c ia l  S ta te m e n t C a r r y in g
C la s s if ic a t io n  A m o u n t
X X X  $XXX
X X X  $xxx
15 See paragraphs 43-45 of FASB Statement No. 109, A c c o u n t in g  f o r  In c o m e  T a x e s , for addi­
tional disclosures required, if material.
16 Information in this note is presented to comply with FOCUS requirements (total assets and 
stockholders’ equity of consolidated subsidiaries and treatment of the flow-through capital of the 
broker-dealer subsidiary). Readers should also consider FASB Statem ent No. 131, D is c lo s u re s  a b o u t  
S e g m e n ts  o f  a n  E n te r p r is e  a n d  R e la te d  I n f o r m a t io n ,  which requires that public business enterprises 
report financial and descriptive information about its reportable operating segments.
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The Com pany has accepted co lla te ra l w ith  a fa ir  va lue o f $XXX, a t December 
31, 20X4, th a t the Company is p e rm itted  by contract or custom, to se ll or 
repledge, and has sold or repledged $XXX o f th a t co lla te ra l as o f December 31, 
20X4.17,18
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17 Paragraph 17 of FASB Statem ent No. 140 requires disclosure of information about the 
sources and uses of that collateral.
18 Information in this note is presented to comply with FOCUS requirements (total assets and 
stockholders’ equity of consolidated subsidiaries and treatment of the flow-through capital of the 
broker-dealer subsidiary). Readers should also consider FASB Statement No. 131, D is c lo s u re s  a b o u t  
S e g m e n ts  o f  a n  E n te r p r is e  a n d  R e la te d  I n f o r m a t io n ,  which requires that public business enterprises 
report financial and descriptive information about its reportable operating segments.
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Exhibit 4-9
S u p p le m e n ta ry  In fo rm a t io n  
P u rs u a n t to  R u le  17a-5 o f  th e  
S e c u r itie s  E x c h a n g e  A c t o f  1934 
A s o f  D e c e m b e r 31, 20X4
The accompanying schedules are prepared in  accordance w ith  the requirem ents 
and general fo rm a t o f FOCUS Form  X-17A-5. I f  desired, the p rep rin ted  FOCUS 
form s m ay be used fo r p resenting  the requ ired  supp lem entary in fo rm a tion . The 
a u d ito r should be aware o f ce rta in  exem ptive provisions under SEC Rule 15c3-3 
regard ing  the com puta tion  o f ne t cap ita l (Schedule I) and the com puta tion  fo r 
the de te rm ina tion  o f reserve requirem ents (Schedule II) . I f  the exem ptive 
provisions apply, a note should be added by the broker-dealer to the schedules, 
s ta ting  the basis under w h ich  the broker-dealer claim s exem ption.
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S c h e d u le  I
Standard Stockbrokerage Co., Inc.
C o m p u ta tio n  o f  N e t C a p ita l U n d e r  R u le  15c3-1 o f  th e  
S e c u r itie s  a n d  E x c h a n g e  C o m m iss io n *
(D o lla r s  in  T h o u sa n d s )
A s o f  D e c e m b e r 31, 20X4
N et C ap ita l 
T o ta l consolidated stockholders’ equ ity  
D educt stockholders’ equ ity  no t a llowable fo r net 
ca p ita l†
T ota l stockholders’ equ ity  qua lified  fo r ne t cap ita l 
Add:
Subordinated borrow ings allowable in  com puta tion  o f 
ne t cap ita l
O ther (deductions) or a llowable credits-deferred 
income taxes payable
T o ta l cap ita l and allowable subordinated borrow ings 
Deductions and/or charges:
Nonallow able assets:
Securities no t re a d ily  m arketab le  $1,730
Exchange m em berships 2,475
F u rn itu re , equ ipm ent, and leasehold 
im provem ents, ne t‡
O ther assets||
2,381
98
6,684
A d d itio n a l charges fo r custom ers’ and
noncustom ers’ security  accounts 825 
A d d itio n a l charges fo r customers’ and
noncustom ers’ com m odity accounts 78
Aged fa ils -to -de live r 42
Aged short security  differences 44
Secured demand note deficiency 525 
C om m odity fu tu res  contracts and spot
com m odities/proprie tary cap ita l charges 163
O the r deductions and/or charges 514
N e t cap ita l before ha ircu ts  on securities positions 
(ten ta tive  ne t cap ita l)
H a ircu ts  on securities 
C on tractua l securities com m itm ents 2,520
Securities co lla te ra liz ing  secured demand notes 828
T ra d in g  and investm en t securities 
Bankers ’ acceptances, certifica tes o f deposit, and 
com m ercial paper 34 *†‡
$39,719
2,200
37,519
9,897
1,200
48,616
8,875
39,741
See footnote *  to the “SEC  Rule 15c3-1. ‘The Uniform Net Capital Rule’” section starting in 
paragraph 3.37.
In addition to the information discussed in that footnote, practitioners should consider the impact 
of recently issued accounting pronouncements when preparing or auditing this supplementary 
schedule.
† Excludes stockholder’s equity of investment advisory and venture capital subsidiaries. See note 18.
‡ Excludes $2.5 million because of sole recourse of the related indebtedness.
| |  Excludes $222 of good-faith deposits for underwritings.
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S c h e d u le  I  (c o n t.)
U.S. and C anadian governm ent obligations 543
State and m un ic ipa l governm ent obligations 14
Corporate ob ligations 237
Stocks and w arran ts  1,682
O ptions 212
Undue concentrations 87 6,157
N et cap ita l $33,584
Aggregate indebtedness
Item s included in  consolidated sta tem ent o f financ ia l 
cond ition:#
S hort-te rm  bank loans (secured by custom er’s 
securities)
D ra fts  payable
Payable to brokers and dealers 
Payable to c learing  broker 
Payable to customers
O ther accounts payable and accrued expenses 
Item s not included in  consolidated sta tem ent o f 
fin an c ia l condition:
M a rke t va lue o f securities borrowed fo r w hich  no 
equ iva len t va lue is paid  or credited 
O ther unrecorded am ounts
T ota l aggregate indebtedness
C om puta tion  o f basic net cap ita l requ irem ent 
M in im u m  net cap ita l required:
Company
B roker-dea ler subsid ia ry 
Tota l
Excess net cap ita l a t 1,500 percent
Excess net cap ita l a t 1,000 percent
Ratio: Aggregate indebtedness to net cap ita l
R econciliation w ith  company’s com puta tion* * (included 
in  P a rt I I  o f Form  X-17A-5 as o f December 31, 20X4)
N et cap ita l, as reported in  Com pany’s P a rt I I  
(unaudited) FOCUS repo rt $35,154
A llow able  assets erroneously reported as 
nonallowable:
Deposits 582
Accrued in te res t receivable 378
# Excludes balances of consolidated subsidiaries other than wholly-owned broker-dealer 
subsidiaries included in consolidated computation of net capital.
* If there is no material difference from the company’s computation and a reconciliation is not 
included, a statement to that effect is required.
$18,400
2,210
8,110
9,350
11,716
3,150
2,532
1,158
$56,626
$ 3,775 
428
$ 4,203
$29,381
$27,493
1.69 to 1
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S ch e d u le  I  (c o n t.)
Difference due to o ffse tting  various asset accounts against
re la ted  lia b ilit ie s  (2,518)
A u d it adjustm ents to  record add itiona l compensation (600)
O ther a u d it adjustm ents (net) 373
O ther item s (net) 215
N et cap ita l per above $33,584
C om puta tion  o f a lte rna tive  net cap ita l requ irem en t††
2 percent o f aggregate deb it item s (or $250, i f  g reater) 
as shown in  fo rm u la  fo r reserve requirem ents pursuan t 
to Rule 15c3-3 prepared as o f date o f ne t cap ita l
com puta tion— Com pany $ 1,077
C ap ita l requ irem en t o f consolidated broker-dealer 
subsid ia ry e lecting a lte rna tive  m ethod 162
T o ta l net cap ita l requ irem en t $ 1,239
Excess net ca p ita l‡‡ $33,186
N e t cap ita l in  excess o f—
4 percent o f aggregate deb it item s $32,109
5 percent o f aggregate deb it item s $31,570
†† To be included if the company has elected to use the alternative method of computing net 
capital pursuant to Appendix C of Rule 15c3-1. In this case, aggregate indebtedness and the 
computation of basic net capital may be excluded.
‡‡  Net capital under the alternative method is computed on a basis similar to the basic net 
capital computation; the broker-dealer would incur a  1 percent charge on fails-to-deliver (offset by 
fails-to-receive), and haircuts on securities would be reduced. In the examples above, net capital 
would have been $34,425 under the alternative computation.
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S ch e d u le  I I
Standard Stockbrokerage Co., Inc.
C o m p u ta tio n  fo r  D e te rm in a tio n  o f  R e se rve  R e q u ire m e n ts  
U n d e r  R u le  15c3-3 o f  th e  S e c u r itie s  a n d  E x c h a n g e  C o m m is s io n | | | |
(S ta n d a rd  S to c k b ro k e ra g e  Co., In c . o n ly )
(D o lla r s  in  T h o u s a n d s )
A s o f  D e c e m b e r 31, 20X4
C red it balances
Free c red it balances and o ther c red it balances in  custom ers’ 
security accounts (inc lud ing  nonregulated com m odity 
accounts, net o f re la ted  m arg in  deposits o f $322) $10,716 
Monies borrowed co lla tera lized by securities ca rried  fo r the 
accounts o f customers 18,400 
M onies payable against customers’ securities loaned 1,825 
Custom ers’ securities fa iled  to receive (inc lud ing  cred it balances 
in  continuous net se ttlem ent accounts) 6,276 
C red it balances in  f irm  accounts th a t are a ttr ib u ta b le  to 
p rinc ip a l sales to customers 1,238 
M a rke t va lue o f stock dividends, stock sp lits , and s im ila r 
d is tribu tio ns  receivable ou tstand ing  over th ir ty  ca lendar days 327 
M a rke t va lue o f short security  count differences over th ir ty  
ca lendar days old## 5 
M a rke t va lue o f short securities and credits (no t to  be offset by 
“ longs” or by debits) in  a ll suspense accounts over th ir ty  
ca lendar days## 78 
M a rke t va lue o f securities th a t are in  tran s fe r in  excess o f fo rty  
ca lendar days and have not been confirm ed to  be in  tran s fe r by 
the tra n s fe r agent o r the issuer _____ 38
T ota l c red it item s 38,903
|||| Practitioners should consider the impact of recently issued accounting pronouncements 
when preparing or auditing this supplementary schedule.
## Would be seven calendar days if the broker or dealer had elected the alternative net capital 
requirement under rule 15c3-1(f).
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S c h e d u le  I I  (c o n t.)
D eb it balances
D eb it balances in  customers’ cash and m arg in  
accounts excluding unsecured accounts and accounts 
doub tfu l o f co llection ne t o f deductions pu rsuan t to 
Rule 15c3-3*** 38,988
Securities borrowed to  effectuate short sales by 
customers and securities borrowed to make de livery 
on customers’ securities fa iled  to de liver 1,318
Fa iled  to de liver o f custom ers’ securities no t o lder than  
30 calendar days (inc lud ing  deb it balances in
continuous net se ttlem ent accounts) 14,782
O the r††† 438
Gross debits 55,526
Less 3 percent charge 1,666
Tota l deb it item s*** 53,860
Reserve com putation 
Excess o f to ta l debits over to ta l credits $14,957
Required deposit None
R econciliation w ith  Com pany’s com puta tion‡‡‡  (included 
in  P a rt I I  o f Form  X-17A-5 as o f December 31, 20X1)
Excess as reported in  Com pany’s P a rt I I  FOCUS 
report $15,496
N onregulated com m odity m arg in  deposits 
erroneously excluded from  the Com pany’s 
com puta tion  $322
O ther item s, ne t 217 (539)
Excess per above com puta tion  $14,957
* Those firms calculating net capital under the basic method must reduce debit balances in 
customer accounts by 1 percent, whereas those calculating net capital under the alternative method 
are required to reduce total debits by 3 percent.
††† This caption may only include those interpretive items that do not belong in the captions 
specified by the rule.
‡‡‡ If  there are no material differences from the company’s computation and a reconciliation is 
not included, a statement to that effect is required.
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S ch e d u le  I I I
Standard Stockbrokerage Co., Inc.
In fo rm a t io n  R e la t in g  to  P o ssess ion  o r  C o n tro l R e q u ire m e n ts  
U n d e r  R u le  15c3-3 o f  th e  S e c u r itie s  a n d  E x c h a n g e  C o m m is s io n | | | |
(S ta n d a rd  S to c k b ro k e ra g e  Co., In c . o n ly )
(D o l la r s  in  T h o u s a n d s )
A s o f  D e ce m b e r 31, 20X4
1. Custom ers’ fu lly  paid and excess m arg in  securities not in  the respondent’s 
possession or contro l as o f the repo rt date (for w h ich  ins truc tions  to reduce 
to possession or contro l had been issued as o f the report date b u t fo r w hich  
the requ ired  action was not taken  by respondent w ith in  the tim e  fram es 
specified under Rule 15c3-3):| | | | | |  $18
A. N um ber o f item s __ 2
2. Custom ers’ fu lly  pa id  securities and excess m arg in  securities fo r w hich  
ins truc tions  to reduce to possession or contro l had no t been issued as o f the 
repo rt date, excluding item s a ris ing  from  “ tem pora ry  lags w h ich  resu lt 
from  norm a l business operations” as pe rm itted  under Rule 15c3-3.### $39
A. N um ber o f item s __ 5
|||| Practitioners should consider the impact of recently issued accounting pronouncements 
when preparing or auditing this supplementary schedule.
||||||  If  the customers’ fully paid securities are subsequently reduced to possession or control, a 
statement to that effect should be included.
### In some instances, it may be impractical to determine the number of items in response to 
item 2. It also may be impractical to determine whether the company has subsequently issued 
instructions to reduce those items to possession or control or to determine that such instructions were 
acted on.
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S ch e d u le  IV
Standard Stockbrokerage Co., Inc.
S ch e d u le  o f  S e g re g a tio n  R e q u ire m e n ts  a n d  F u n d s  
in  S e g re g a tio n  fo r  C u s to m e rs ’ R e g u la te d  
C o m m o d ity  F u tu re s  a n d  O p tio n s  A c c o u n ts | | | |
(D o lla rs  in  T h o u sa n d s )
A s o f  D e c e m b e r 31, 20X4
Segregation requirem ents 
N e t ledger balance:
Cash
Securities (at m arket)
N e t unrea lized p ro fit (loss) in  open fu tu res contracts 
Exchange traded options:
Add: m a rke t va lue o f open option contracts purchased on a 
contract m arke t 
Deduct: m arke t value o f open option contracts granted (sold) on 
a contract m arke t
N et equ ity  (de fic it)
Add: accounts liq u id a tin g  to a de fic it and accounts w ith  debit 
balances w ith  no open trades
A m oun t requ ired  to be segregated 
Funds on deposit in  segregation 
Deposited in  segregated funds bank accounts:
Cash
Securities representing  investm ents o f custom ers’ funds (at 
m arke t)
Securities held  fo r customers in  lie u  o f cash m arg ins (a t m arke t) 
M arg ins on deposit w ith  c learing  organizations o f contracts 
m arkets:
Cash
Securities representing  investm ents o f custom ers’ funds (at 
m arke t)
Settlem ent due from  (to) contract m a rke t c learing  organ ization  
Exchange traded  options:
Add: unrea lized receivables fo r option contracts purchased on 
contract m arkets 
Deduct: unrea lized obligations fo r option contracts granted 
(sold) on contract m arkets 
N e t equities w ith  o ther FCMS
T ota l am ount in  segregation
Excess funds (insuffic iency) in  segregation
$ 976 
784 
(367)
143
(129)
1,407
____ 78
1,485
105
141
784
170
489
(28)
143
(129) 
____ 37
1,712
$ 227
|||| Practitioners should consider the impact of recently issued accounting pronouncements 
when preparing or auditing this supplementary schedule.
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Chapter 5 
Auditing Considerations* †
General Considerations
5.01 The p rim a ry  purpose o f a financ ia l s ta tem ent a u d it o f a broker-dealer 
is to express an opinion on managem ent’s financ ia l statements. The aud itor, 
p rio r to accepting a new a u d it c lien t or continu ing  a re la tionsh ip  w ith  an 
ex is ting  clien t, should ascertain th a t the aud it engagement can be conducted in  
accordance w ith  generally accepted aud itin g  standards (GAAS). I f  he or she is 
satisfied th a t an a u d it can be conducted, the a ud ito r should p lan  the a ud it to 
determ ine the nature , tim in g , and extent o f the a ud it tests to be performed.
5.02 The a ud ito r and the broker-dealer should estab lish a clear under­
standing, p re ferab ly in  w ritin g , o f the scope o f a u d it services to be perform ed 
and the a ud ito r’s responsib ilities regard ing  any accompanying in fo rm a tion . 
The natu re , tim in g , and exten t o f a u d it procedures to be perform ed and the 
type o f reports to be issued are based on the scope o f the services required. In  
add ition , the v o la t ility  and level o f a c tiv ity  o f some accounts in  the  b roker- 
dealer affect the a u d ito r ’s decision about perfo rm ing  in te r im  substantive  tests, 
such as con firm ing  balances.
Regulatory Environm ent†
5.03 The regu la to ry  environm ent has a m a jo r effect on the a u d it o f a 
b roker-dealer because o f the requirem ents th a t the a ud ito r report on the 
adequacy o f the broker-dealer’s in te rn a l contro l and on its  compliance w ith  
specific ru les addressing fin an c ia l respons ib ility  and recordkeeping. Accord­
ing ly , ce rta in  tests o f controls are perform ed even i f  the a u d ito r w ould  not 
otherw ise choose to do so.
5.04 The objectives o f the annua l a u d it o f the  fin an c ia l statem ents o f a 
broker-dealer are discussed in  Securities and Exchange Com m ission (SEC) 
Rule 17a-5. The ru le  requires th a t the  a u d it be made in  accordance w ith  GAAS 
and include a rev iew  o f the  accounting system, the in te rn a l accounting control, 
and the  procedures fo r safeguarding securities, in c lu d ing  appropria te  tests fo r 
the  period since the p rio r  a u d it date. Rule 17a-5 requires the a u d it to include 
a ll procedures necessary to enable the a ud ito r to express an op in ion on the 
fo llow ing:
•  The statem ents o f fin an c ia l condition, resu lts  o f operations, and cash 
flows
•  The com puta tion  o f net cap ita l under SEC Rule 15c3-1
•  The co m pu ta tion  fo r d e te rm in a tio n  o f reserve req u irem en ts  fo r 
b roker-dealers under SEC Rule 15c3-3
•  In fo rm a tio n  re la tin g  to the possession or contro l requ irem ents under 
SEC Rule 15c3-3
5.05 SEC Rule 17a-5 recommends th a t aud ito rs consider synchron iz ing 
the  app lica tion  o f a u d itin g  procedures and perfo rm ing  tests in  ce rta in  areas 
s im ultaneously.
* Auditors of issuers need to refer to the Preface of this Guide for important information related 
to the PCAOB.
† See footnote | |  to the “Internal Control” section starting in paragraph 5.60.
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5.06 According ly, a lthough  aud itors m ay exercise th e ir  professional ju d g ­
m ent in  m ak ing  those decisions, they m ay be expected to ju s t ify  a choice not to 
synchronize ce rta in  substantive tests (such as con firm ing  custom er transac­
tions and open or unse ttled  transactions w ith  o ther broker-dealers and tran s­
fe r agents, and substan tia ting  stock record positions by counting  securities or 
th rough  o ther appropria te  means).
5.07 In  p lann ing  and perfo rm ing  the aud it, the a ud ito r should obta in  
reasonable assurance th a t any m a te ria l inadequacies ex is ting  a t the a u d it 
report date in  the fo llow ing  areas w ould be disclosed:
•  The accounting system
•  In te rn a l contro l
•  Procedures fo r safeguarding securities
•  The practices and procedures whose review  is specified by SEC Rule 
17a-5
5.08 In  add ition , as specific objectives, the a u d it should include reviews 
o f the practices and procedures fo llowed by the broker-dealer in —
•  M a k in g  the periodic com putations, pu rsuan t to  SEC Rule 17a-3(a)(11), 
o f aggregate indebtedness or aggregate deb it item s under the a lte rn a ­
tive  m ethod and net cap ita l under SEC Rule 15c3-1 and the reserve 
requ ired  by SEC Rule 15c3-3.
•  M ak ing  the q ua rte rly  securities exam inations, counts, ve rifica tions 
and comparisons, and recording o f differences requ ired  by SEC Rule 
17a-13.
•  C om plying w ith  the  requirem ents fo r p rom p t paym ent fo r securities 
under Federal Reserve R egula tion T (Regulation T) o f the Board o f 
Governors o f the Federal Reserve System.
•  O b ta in ing  and m a in ta in in g  physical possession or contro l o f a ll fu lly  
paid  and excess m arg in  securities o f customers, as requ ired  by SEC 
Rule 15c3-3.
5.09 Th is rev iew  should include a de te rm ina tion  as to the  adequacy o f 
procedures described in  the records requ ired  to be m a in ta ined  p u rsuan t to  SEC 
Rule 15c3-3(d)(4).
5.10 For a broker-dealer th a t is exem pt from  Rule 15c3-3, the a ud ito r 
should ascertain th a t the conditions o f the exem ption were being complied w ith  
as o f the a u d it repo rt date and th a t no facts came to the a u d ito r’s a tte n tio n  
ind ica tin g  th a t the exem ption had no t been complied w ith  d u rin g  the  period 
since the la s t aud it.
5.11 A  m a te ria l inadequacy in  the accounting system, in te rn a l accounting 
controls, procedures fo r safeguarding securities, and practices and procedures 
re ferred  to in  paragraph (g)(1) o f SEC Rule 17a-5 th a t is expected to be reported 
under these a u d it objectives includes any cond ition  th a t has contribu ted  sub­
s ta n tia lly  to or, i f  appropria te  corrective action is no t taken, could reasonably 
be expected to  cause any o f the  fo llow ing:
a . In h ib it  a b roker-dealer from  p ro m p tly  com pleting securities transac­
tions or p ro m p tly  d ischarg ing its  responsib ilities to  customers, o ther 
broker-dealers, or creditors
b. R esult in  m a te ria l financ ia l loss
c. R esu lt in  m a te ria l m isstatem ents in  the  b roker-dealer’s fin an c ia l 
statem ents
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d. R esult in  v io la tions o f the SEC’s recordkeeping or fin an c ia l respon­
s ib ility  ru les to an exten t th a t could reasonably be expected to resu lt 
in  the conditions described in  SEC Rule 17a-5(g)(3)
Planning the Audit Engagement
5.12 Before the s ta rt o f the aud it, the a ud ito r should rev iew  the guidance 
in  SAS No. 22, P la n n in g  a n d  S u p e rv is io n  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 
1, A U  sec. 311), regard ing  specific procedures th a t should be considered in  
p lann ing  an a u d it in  accordance w ith  GAAS. P lann ing  involves the develop­
m ent o f an overall s tra tegy fo r the expected conduct o f the aud it. The nature , 
tim in g , and exten t o f p lann ing  w ill  va ry  according to the type o f broker-dealer, 
its  size, and the com plexity o f its  operations.
5.13 The p lann ing  process comprises the fo llow ing  fou r elements:
a . U n d e rs ta n d in g  th e  bu s in ess . To gain an unders tand ing  o f the bus i­
ness, im p o rta n t factors th a t affect the broker-dealer should be con­
s ide re d . P rocedures  n o rm a lly  in c lu d e  d iscu ss ion s  w ith  ke y  
personnel, v is its  to  p rin c ip a l locations, and reviews o f in te rn a l and 
published m ate ria l. C onsideration should be g iven to externa l factors 
such as those th a t are po litica l, economic, and indus try -re la ted  
(inc lud ing  the use o f outside service bureaus) and im p o rta n t in te rn a l 
factors such as the s truc tu re  o f the organization, m anagem ent’s 
strategies, the company’s arrangem ent fo r c learing  and safeguarding 
custom er securities, and factors a ffecting  the broker-dealer’s opera­
tions, finances, sales, trad ing , and personnel. The na tu re  and exten t 
o f the requ ired  in fo rm a tion  should be determ ined in  lig h t o f the 
p a rtic u la r circum stances o f each aud it.
b. C a r r y in g  o u t p r e l im in a r y  a n a ly t ic a l p ro c e d u re s . A n a ly tica l proce­
dures should be applied to the fin an c ia l data  to be reported on. Th is 
w ill  enable the a ud ito r to  id e n tify  unusua l or unexpected re la tio n ­
ships or balances and understand the broker-dealer’s s ign ifican t 
accounting, operational, and regu la to ry  policies.
c. O b ta in in g  a n  o v e rv ie w  o f  th e  f in a n c ia l,  o p e ra t io n a l,  a n d  re g u la to ry  
c o m p lia n c e  sys tem . The a ud ito r should acquire an overview  o f the 
financ ia l, operational, and regu la to ry  compliance systems to gain 
in s ig h t in to  the  overa ll env ironm ent and a p re lim in a ry  under­
stand ing  o f the flow  o f transactions and im p o rta n t controls.
d. A sse ss in g  the  c o n tro l e n v iro n m e n t.  The a ud ito r should assess the 
overa ll a ttitu de , awareness, and actions o f the  owners, the  governing 
board, and m anagem ent concerning the im portance o f contro l and 
the emphasis i t  is g iven in  the broker-dealer’s operations. The na­
tu re , size, and com plexity o f the broker-dealer’s operations should be 
consistent w ith  its  contro l environm ent. However, a weak contro l 
environm ent m ay provide m anagem ent w ith  the oppo rtu n ity  to 
neglect regu la to ry  compliance.
5.14 The p lann ing  process enables the a ud ito r to  id e n tify  factors th a t 
ind icate  an increase in  the r is k  o f m issta tem ent and provides a context w ith in  
w hich  to develop appropria te  a u d it responses.
Establishing an Understanding With the Client
5.15 SAS No. 83, E s ta b l is h in g  a n  U n d e rs ta n d in g  W ith  the  C lie n t,  as 
amended by SAS No. 89, A u d i t  A d ju s tm e n ts  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,
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vol. 1, A U  sec. 310), requires the a ud ito r to  estab lish an understand ing  w ith  
the  c lien t th a t includes the objectives o f the engagement, the responsib ilities 
o f managem ent and the aud ito r, and any lim ita tio n s  o f the engagement. The 
S tatem ent requires the a u d ito r to document the unders tand ing  w ith  the c lien t 
in  the a u d it docum entation p re ferab ly th rough  a w ritte n  com m unication w ith  
the  clien t. The S tatem ent provides guidance to the a ud ito r fo r s itua tions in  
w hich  the p ra c titio n e r believes th a t an unders tand ing  w ith  the c lien t has not 
been established.
5.16 SAS No. 83, as amended, also iden tifie s  specific m atte rs  th a t o rd i­
n a r ily  w ou ld  be addressed in  the understand ing  w ith  the c lien t, and o ther 
contractua l m atte rs  an a ud ito r m ig h t w ish  to include in  the understand ing . 
S ta tem ent on Standards fo r A ttes ta tio n  Engagements No. 10, A tte s ta t io n  
S ta n d a rd s :  R e v is io n  a n d  R e c o d if ic a t io n  C hapter 1, “A tte s t Engagem ents,” as 
amended (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A T  sec. 101.46), provides 
guidance on estab lish ing  an unders tand ing  w ith  the c lien t regard ing  the 
services to be perform ed fo r a ttes t engagements.
Audit Risks
5.17 SAS No. 47, A u d i t  R is k  a n d  M a te r ia l i t y  in  C o n d u c t in g  a n  A u d i t  
(A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 312), provides guidance on 
consideration o f a ud it r is k  and m a te r ia lity  when p lann ing  and perfo rm ing  an 
a u d it o f fin an c ia l statem ents. SAS No. 47 describes a u d it r is k  as the r is k  th a t 
the a ud ito r m ay fa il to  m od ify  h is or he r opin ion on fin an c ia l statem ents th a t 
are m a te ria lly  m isstated, and describes the fo llow ing  components o f a u d it r isk :
•  In he re n t r is k  re lates to the se n s itiv ity  o f an account or class o f 
transaction  to  m a te ria l m isstatem ent, assum ing th a t there  are no 
re la ted  controls. Inhe ren t r is k  is greater fo r some types o f accounts 
th a n  fo r others (fo r example, the inh e re n t r is k  fo r cash and securities 
in  the v a u lt is g reater than  the inh e re n t r is k  fo r p la n t assets). H ow ­
ever, o ther factors (such as an im pend ing  business fa ilu re ) m ay ty p i­
ca lly  increase the inh e re n t r is k  fo r a ll account balances and classes o f 
transactions. F inanc ia l sta tem ent balances derived from  accounting 
estim ates pose g reater r is k  th a n  do those derived from  re la tive ly  
rou tine , fac tua l data.
•  C on tro l r is k  re lates to the effectiveness o f the b roker-dealer’s in te rn a l 
control. I t  represents the r is k  th a t the b roker-dealer’s in te rn a l contro l 
w il l  not detect on a tim e ly  basis or prevent a m a te ria l m issta tem ent 
in  an account or a class o f transaction .
•  D etection r is k  is a func tion  o f the accountant’s a b ility  to a u d it the 
b roker-dealer’s transactions and accounts sa tis factorily . I t  re lates to 
the r is k  th a t the a ud ito r w ill  fa il to detect m a te ria l m isstatem ents in  
the fin an c ia l statem ents. D etection r is k  can be contro lled and reduced 
to  an acceptably low  level by supervision and proper p lann ing  and 
o the r q u a lity  contro l activ ities.
5.18 In  p lann ing  an a u d it o f a broker-dealer, the a ud ito r should assess the 
effect o f the regu la to ry  environm ent, changes in  th a t environm ent, and the 
expectations o f the c lien t, its  customers, and regula tors on both a u d it r is k  and 
m a te ria lity . In  de te rm in ing  the scope o f a u d it procedures to be perform ed, the 
a ud ito r should be aware o f ce rta in  aspects o f the broker-dealer’s operations 
th a t are usua lly  subject to a g reater level o f a u d it r is k  th an  others. The a ud ito r 
should consider, among o the r factors, the effectiveness o f the b roker-dealer’s 
in te rna l control, m a te ria lity , inherent risk , and the  possible need to synchronize
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the tim in g  o f ce rta in  a u d itin g  procedures. In  the chart e n title d  “ Securities 
B roker-D ealer A u d itin g  C onsiderations” a t the end o f th is  chapter, see the 
“R egula tory” section under the colum n heading, “G roup o f Accounts.”
5.19 The a ud ito r’s judgm en t about the level o f a u d it r is k  m ay affect 
engagement s ta ffing, the exten t o f supervision, and the scope o f the aud it. For 
instance, fo r an aspect o f the a u d it th a t is judged to invo lve h igh  risk , the 
a ud ito r should consider s ta ffing  the engagement w ith  aud ito rs hav ing  re levan t 
experience in  a u d itin g  the aspect assessed to have h igh  r is k  and should 
increase the nature , tim in g , and exten t o f the a u d it w ork.
Materiality
5.20 FASB S tatem ent o f F inanc ia l A ccounting Concepts No. 2, Q u a l i t a ­
t iv e  C h a ra c te r is t ic s  o f  A c c o u n t in g  In fo r m a t io n ,  states th a t in fo rm a tion  is m a­
te r ia l if, in  the lig h t o f the su rround ing  circumstances, the judgm en t o f a 
reasonable person re ly in g  on the in fo rm a tion  w ou ld  have been changed or 
influenced by its  om ission or m isstatem ent. T h a t suggests th a t the aud ito r, 
when m ak ing  m a te r ia lity  judgm ents, should consider both the circumstances 
o f the broker-dealer as w e ll as the in fo rm a tion  needs o f those who re ly  on the 
fin an c ia l statem ents. A u d itin g  In te rp re ta tio n  No. 4 “Considering the Q u a lita ­
tive  C haracteristics o f M issta tem ents” o f SAS No. 47 (A IC PA, P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  sec. 9 3 1 2 .1 5 -.17) provides guidance on the q ua lita tive  
factors th a t the a ud ito r should consider in  assessing w he ther m isstatem ents 
are m ate ria l. SAS No. 96, A u d i t  D o c u m e n ta t io n  (A IC PA, P ro fe s s io n a l S ta n d ­
a rd s ,  vol. 1, A U  sec. 312.40), among o ther m atters, amends SAS No. 47 to add 
a requ irem en t to document the na tu re  and effect o f m isstatem ents th a t the 
a ud ito r aggregates as w e ll as the a u d ito r’s conclusion as to w he ther the 
aggregated m isstatem ents cause the financ ia l statem ents to be m a te ria lly  
m isstated.
5.21 M a te r ia lity  is established by the a ud ito r in  the p lann ing  stage o f the 
aud it, in  the eva lua tion  o f the a u d it evidence, and in  the fin a l de te rm ina tion  o f 
the a u d it repo rt to be rendered.1 The a ud ito r m ay m ake an in it ia l judgm en t 
regard ing  m a te r ia lity  levels in  p lann ing  the a ud it and m ay u tiliz e  another 
level in  eva lua ting  the a u d it find ings. The discrepancy in  levels m ay be due to 
in fo rm a tion  th a t was obta ined d u rin g  the course o f the aud it, as w e ll as overall 
changing circumstances. Some o ther common factors used by aud itors in  
ascerta in ing  the m a te r ia lity  level fo r a b roker-dealer include the  fo llow ing:
•  The absolute or re la tive  size o f the  m issta tem ent
•  The natu re  o f the m issta tem ent
•  The cum u la tive  effects o f any and a ll know n or lik e ly  m isstatem ents
•  A n y  u nce rta in ty  su rround ing  the m issta tem ent
Illegal Acts
5.22 SAS No. 54, I l le g a l  A c ts  by  C lie n ts  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  sec. 317), provides guidance on the na tu re  and exten t o f the 
considerations the aud itor should give to the poss ib ility  o f ille ga l acts by clients.
1 SEC Staff Accounting Bulletin (SAB) No. 99, M a t e r i a l i t y ,  addresses the application of materi­
ality thresholds in the preparation and audit of financial statements filed with the SEC. Among other 
matters, SAB No. 99 addresses the evaluation of misstatements discovered in the financial reporting 
and auditing processes. SAB No. 99 does not create new standards or definitions for materiality, but 
reaffirms the concepts of materiality as expressed in the accounting and auditing literature.
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The te rm  i l le g a l  a c ts , fo r the purposes o f SAS No. 54, relates to v io la tions o f 
laws or governm ent regu la tions. Ille g a l acts m ay va ry  considerably in  th e ir  
re la tio n  to  the fin an c ia l statem ents. The a ud ito r considers laws and regu la ­
tions th a t are genera lly  recognized by aud itors to  have a d irect and m a te ria l 
effect on the de te rm ina tion  o f fin an c ia l sta tem ent amounts. SAS No. 54 pro­
vides th a t the a u d ito r’s respons ib ility  to  detect and report m isstatem ents 
resu ltin g  from  ille g a l acts th a t have a d irect and m a te ria l effect on the 
de te rm ina tion  o f fin an c ia l sta tem ent am ounts is the same as th a t fo r m a te ria l 
frau d  as described in  SAS No. 82. T h a t is, the a ud ito r should design the a u d it 
to obta in  reasonable assurance o f detecting ille ga l acts th a t have a d irect and 
m a te ria l effect on the fin an c ia l statem ents.
5.23 B roker-dealers m ay be affected by m any laws or regula tions, in c lu d ­
ing  those re la ted  to fa ir  practice, securities trad ing , u n d e rw ritin g , and cus­
tom er transactions. The law s and regula tions genera lly  re la te  more to a 
b roker-dealer’s opera ting  aspects th an  to its  fin an c ia l and accounting aspects, 
and th e ir  fin an c ia l sta tem ent effects are ind irec t. N o rm a lly , an a ud it in  accord­
ance w ith  GAAS does not include a u d it procedures specifica lly designed to 
detect ille ga l acts th a t have an in d ire c t effect on the fin an c ia l statem ents. 
However, the a ud ito r m ay become aware o f the poss ib ility  o f such acts du rin g  
the course o f perfo rm ing  procedures fo r the  purpose o f fo rm ing  an opin ion on 
the fin an c ia l statem ents. SAS No. 54 provides guidance w ith  respect to the 
a ud ito r’s response to  such possible ille g a l acts.
Audit Sampling
5.24 SAS No. 39, A u d i t  S a m p lin g  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 1, 
A U  sec. 350), provides guidance fo r p lann ing , perform ing, and eva lua ting  both 
s ta tis tica l and nonsta tis tica l a u d it samples. The S tatem ent also includes 
discussions in tended to enhance professional judgm en t in  assessing sam pling 
ris k , p lann ing  samples, sample selection, and perform ance and evaluation. 
The A IC P A  A u d it Guide A u d i t  S a m p lin g  presents recom m endations on the 
app lica tion  o f genera lly accepted a u d itin g  standards to aud its  invo lv ing  the 
use o f a u d itin g  methods, and guidance on app ly ing  a u d it sam pling  in  accord­
ance w ith  SAS No. 39. The components o f a u d it r is k  m ay be q uan tified  in to  
num erica l term s such as percentages or in to  nonnum erica l term s such as low  
or h igh. The appendix to  SAS No. 39 contains tw o models th a t m ay be used to 
q u a n tify  those variab les and others fo r s ta tis tica l sam pling  purposes. I t  can 
easily be shown th a t there  is an inverse re la tionsh ip  between inh e re n t risk , 
contro l r is k , and detection r is k  (th a t is, between the f ir s t  two risks and the 
th ird ). Thus, the low er the inh e re n t and contro l r is k , the greater the detection 
r is k  the a u d ito r can accept.
5.25 W hen considering SAS No. 39 to determ ine the  su itab le  leve l o f tests 
fo r a u d it procedures, the in it ia l focus is on analysis o f a u d it r isk . In  assessing 
a u d it r is k  as i t  re lates specifica lly to broker-dealers, the fo llow ing  tw o unique 
characteristics become obvious: (a) a h igh  volum e o f transactions and (b ) a 
h ig h ly  contro lled environm ent.
5.26 As w ith  any aud it, sam pling  can be u tilize d  in  a broker-dealer aud it 
fo r tests o f controls or ve rify in g  account balances. Some areas in  w hich  sam­
p lin g  m ay be used in  a broker-dealer a u d it include the fo llow ing:
•  V e r i f ic a t io n  o f  c u s to m e r b a la n ce s . The a u d ito r w i l l  g e n e ra lly  no t 
need to co n firm  a ll account balances; th u s  sa m p lin g  w ou ld  be 
a pp rop ria te .
•  V e r i f ic a t io n  o f  th e  s tock  re c o rd . Sam pling m ay be used in  the fo llow ing  
th ree ways:
AAG-BRD 5.23
A u d it in g  C ons ide ra tions 141
(а) To select securities m ain ta ined  on the c lie n t’s prem ises fo r phys i­
cal inspection and counting
(b) To confirm  securities he ld  by various depositories
(c) To tes t c learing  o rgan ization  reconcilia tions, con firm ing  street- 
side accounts (such as fa ils , stock loan, and stock borrow), or 
rev iew ing  suspense accounts
•  L e t te r  on  in te r n a l  c o n tro l.  Sam pling m ay be used in  the fo llow ing  two 
ways:
(а ) To determ ine the adequacy o f the broker-dealers’ practices and 
procedures re la tin g  to  perfo rm ing  the ne t cap ita l and reserve 
requ irem en t com putations, security  counts, and compliance w ith  
R egula tion T
(b) To obta in  and m a in ta in  physical possession or contro l o f requ ired  
securities d u rin g  the year in  order to issue the a u d ito r’s le tte r on 
in te rn a l contro l
•  N e t c a p ita l  c o m p u ta t io n .  S am pling m ay be used to  tes t the accuracy 
and com pleteness o f th e  b ro ke r-d e a le r’s schedule o f aged fa ils -to - 
receive and fa ils -to -de live r and short security  count differences, to test 
the m arke t values o f f irm  inven to ry  and the re la ted  regu la to ry  h a ir ­
cuts in  the broker-dealer’s ne t cap ita l com puta tion  as o f the balance 
sheet date.
•  R eserve re q u ire m e n t c o m p u ta t io n .  Sam pling m ay be used to tes t the  
accuracy and completeness o f the broker-dealer’s a llocation  o f securi­
ties between the custom er and the firm , and to rev iew  adjustm ents 
made to  ce rta in  balance sheet accounts th a t were p reviously tested by 
the  aud ito r.
•  P ossess ion  o r  c o n tro l re q u ire m e n ts . S am pling m ay be used to tes t the 
accuracy and completeness o f in fo rm a tion  regard ing  v io la tions, i f  any, 
o f possession or contro l requ irem ents as o f the balance sheet date.
Audit Objectives
5.27 SAS No. 31, E v id e n t ia l  M a t te r  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 
1, A U  sec. 326), provides the a u d ito r w ith  guidance on the th ird  standard o f 
fie ldw ork . M ost o f the a u d ito r’s w o rk  in  fo rm ing  an op in ion  on fin an c ia l 
statem ents consists o f ob ta in ing  and eva lua ting  ev iden tia l m a tte r regard ing  
m anagem ent’s assertions in  fin a n c ia l sta tem ents. A ssertions are rep re ­
sentations by m anagem ent th a t are embodied in  fin an c ia l statem ents. They 
can be e ithe r e xp lic it o r im p lic it. Those assertions can be classified in to  the 
fo llow ing  five  broad categories.
a . E x is te n c e  o r  occu rren ce . Do assets or lia b ilit ie s  o f the broker-dealer 
ex is t a t a g iven date, and have recorded transactions occurred du rin g  
the given period?
b. C o m p le tene ss . A re  a ll tran sac tio n s  and account balances th a t 
should be presented in  the fin an c ia l statem ents included?
c. R ig h ts  a n d  o b lig a t io n s .  Do a ll assets belong to the e n tity , and are 
a ll l ia b ilit ie s  obligations o f the broker-dealer a t a given date?
d. V a lu a t io n  o r  a l lo c a t io n .  Have a ll asset, lia b ility , revenue, and ex­
pense components been included in  the  fin an c ia l statem ents a t th e ir  
appropria te  amounts?
e. P re s e n ta t io n  a n d  d is c lo s u re . A re  components o f the  fin an c ia l sta te­
m ents p rope rly  classified, described, and disclosed?
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5.28 In  selecting p a rtic u la r substantive tests to achieve the a u d it objec­
tives th a t the a ud ito r has developed, the a ud ito r should consider (a) the 
assessment o f the level o f contro l r is k , (b) the re la tive  r is k  o f m a te ria l m issta te ­
m ents th a t m ig h t occur in  the  fin an c ia l statem ents, and (c) the expected 
effectiveness and effic iency o f tests. Such considerations include the m a te ria l­
i ty  o f the item s being tested, the k in d  and competence o f availab le  ev iden tia l 
m a tte r, and the na tu re  o f the a u d it objective to  be achieved. The resu lts  o f the 
a ud ito r’s tests and assessment o f the leve l o f inh e re n t r is k  and contro l r is k  
should provide a reasonable basis fo r the a u d ito r’s opinion.
5.29 In  id e n tify in g  a u d it risks, the a ud ito r needs to consider how m a te ria l 
m isstatem ents m ig h t occur. There are s ix types o f possible m isstatem ents: fou r 
th a t can arise in  the processing and record ing o f transactions th a t make up the 
account balance, and tw o th a t can arise in  the p repa ra tion  o f fin an c ia l sta te­
ments. The fou r po ten tia l m isstatem ents concerning the account balance re late  
to the fo llow ing  a u d it assertions.
a . C o m p le tene ss . T ransactions are no t recorded.
b. V a l id i t y .  Recorded transactions are no t va lid .
c. R e c o rd in g . T ransactions are recorded inaccurate ly. They m ay be 
recorded in  the w rong am ount o r m ay be m isclassified, o r m issta te ­
m ents m ay arise in  sum m ariz ing  or tra n s fe rr in g  transactions from  
one record to another.
d. C u to f f.  T ransactions are recorded in  accounts in  the w rong period.
5.30 The m isstatem ents re la ted  to the foregoing assertions m ay resu lt in  
the re la ted  account balances being incom plete (assets or ob ligations are not 
recorded), in v a lid  (recorded assets do not ex is t or do not belong to the e n tity , 
or recorded obligations do not exist), or inaccurate (assets or obligations are 
recorded in  the w rong am ount).
5.31 The tw o p o ten tia l m isstatem ents th a t can arise in  the p repa ra tion  o f 
fin an c ia l statem ents re la te  to the fo llow ing  assertions:
a . V a lu a t io n .  Assets or lia b ilit ie s  are inco rrec tly  va lued, (m eaning 
th a t they do not properly  re flec t ex is ting  business circum stances and 
economic conditions).
b. P re s e n ta t io n . Account balances are presented in  a m is lead ing  way, 
o r not a ll the in fo rm a tion  th a t is necessary fo r a fa ir  presenta tion  
and compliance w ith  professional standards or legal requ irem ents is 
disclosed.
5.32 In  ob ta in ing  ev iden tia l m a tte r in  support o f fin an c ia l sta tem ent 
assertions, the a u d ito r develops specific a u d it objectives in  the lig h t o f those 
assertions. In  developing the a ud it objectives o f a p a rtic u la r engagement, the 
a ud ito r should consider the specific circum stances o f the broker-dealer, in c lu d ­
in g  the type o f business a c tiv ity  the broker-dealer engages in  and its  unique 
accounting practices.
5.33 There is no t necessarily a one-to-one re la tionsh ip  between a u d it 
objectives and a u d it procedures. Some procedures m ay re la te  to  more th an  one 
objective. A  com bination o f procedures m ay be needed to achieve a single 
objective. The cha rt en titled , “Securities B roker-D ealers’ A u d itin g  Considera­
tions,” a t the end o f th is  chapter, provides illu s tra tio n s  o f a u d it assertions, 
a u d it objectives, and substantive tests. The chart is in tended n e ith e r to be 
a ll-inc lus ive  nor to  suggest th a t specific a u d it objectives or substantive proce­
dures should be applied.
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5.34 The chart is arranged by broad aud it objectives. Such classifications 
m ay be usefu l in  the eva lua tion  process, b u t the c lassifications are o f secondary 
im portance. Some specific objectives m ay achieve more th an  one broad objec­
tive . A  num ber o f the objectives m ay not be re levan t to a p a rtic u la r b roker- 
dealer because o f the na tu re  o f its  operations or the absence o f ce rta in  types o f 
transactions.
Consideration of Fraud in a Financial Statement Audit
5.35 SAS No. 99, C o n s id e ra t io n  o f  F r a u d  in  a  F in a n c ia l  S ta te m e n t A u d i t  
(A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 316), is the p rim a ry  source o f 
a u th o rita tive  guidance about an a u d ito r’s responsib ilities concerning the con­
s idera tion  o f frau d  in  a fin an c ia l sta tem ent aud it. SAS No. 99 supersedes SAS 
No. 82, C o n s id e ra t io n  o f  F r a u d  in  a  F in a n c ia l  S ta te m e n t A u d i t ,  and amends 
SAS No. 1, section 230, D u e  P ro fe s s io n a l C a re  in  th e  P e rfo rm a n c e  o f  W o rk  
(A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 230). SAS No. 99 establishes 
standards and provides guidance to aud ito rs in  fu lf i l l in g  th e ir  respons ib ility  to 
p lan  and perform  the a u d it to obta in  reasonable assurance about w he ther the 
fin an c ia l statem ents are free o f m a te ria l m issta tem ent, w he ther caused by 
e rro r or frau d  as stated in  SAS No. 1, section 110, R e s p o n s ib il i t ie s  a n d  
F u n c t io n s  o f  th e  In d e p e n d e n t A u d i t o r  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 1, 
A U  sec. 110.02). (SAS No. 99 also amends SAS No. 85, M a n a g e m e n t R e p re ­
s e n ta tio n s , as amended by SAS No. 89, A u d i t  A d ju s tm e n ts  (A IC PA , P ro fe s ­
s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 333).
5.36 There are tw o types o f m isstatem ents re levan t to  the a ud ito r’s 
consideration o f fraud  in  a fin an c ia l sta tem ent aud it:
•  M issta tem ents a ris ing  from  frau du len t fin an c ia l reporting .
•  M issta tem ents a ris ing  from  m isapp rop ria tion  o f assets.
5.37 Three conditions genera lly are present when fraud  occurs. F irs t, 
management or other employees have an in ce n tive  or are under p re ssu re , w hich 
provides a reason to comm it fraud. Second, circumstances exist—for example, the 
absence o f controls, ine ffective  controls, or the a b ility  o f m anagem ent to 
override controls— th a t provide an o p p o r tu n ity  fo r a fraud  to be perpetrated. 
T h ird , those invo lved are able to ra t io n a liz e  com m itting  a fra u d u le n t act.
The Importance of Exercising Professional Skepticism
5.38 Because o f the characteristics o f fraud, the a ud ito r’s exercise o f 
professional skepticism  is im p o rta n t when considering the r is k  o f m a te ria l 
m issta tem ent due to fraud. Professional skepticism  is an a ttitu d e  th a t includes 
a question ing  m ind  and a c r it ica l assessment o f a u d it evidence. The a ud ito r 
should conduct the engagement w ith  a m indset th a t recognizes the poss ib ility  
th a t a m a te ria l m issta tem ent due to fraud  could be present, regardless o f any 
past experience w ith  the e n tity  and regardless o f the a u d ito r ’s b e lie f about 
m anagem ent’s honesty and in te g rity . F urtherm ore , professional skepticism  
requires an ongoing question ing  o f w he ther the in fo rm a tion  and evidence 
obtained suggests th a t a m a te ria l m issta tem ent due to  fraud  has occurred.
Discussion Among Engagement Personnel Regarding the Risks 
of Material Misstatement Due to Fraud
5.39 M embers o f the a ud it team  should discuss the po ten tia l fo r m a te ria l 
m issta tem ent due to frau d  in  accordance w ith  the requirem ents o f paragraphs
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14 th rough  18 o f SAS No. 99. The discussion among the a u d it team  members 
about the suscep tib ility  o f the e n tity ’s fin an c ia l statem ents to m a te ria l m is­
statement due to fraud should include a consideration o f the known external and 
in te rn a l factors a ffecting  the e n tity  th a t m ig h t (a )  create incentives/pressures 
fo r m anagem ent and others to com m it fraud, (b ) provide the opp ortu n ity  fo r 
fraud  to be perpetrated, and (c) ind icate  a cu ltu re  or environm ent th a t enables 
m anagem ent to ra tiona lize  com m itting  fraud. C om m unication among the 
a u d it team  members about the risks  o f m a te ria l m issta tem ent due to fraud  also 
should continue th roughou t the aud it.
5.40 A d d itio n a l discussion and examples o f fraud  r is k  factors fo r brokers 
and dealers in  securities, classified based on the three conditions generally present 
when m a te ria l m isstatem ents due to fraud  occur (1) incentives/pressures, (2) 
opportun ities, and (3) a ttitudes /ra tiona liza tions , are included in  Appendix A  
[paragraph 5.156] to th is  chapter.
Obtaining the Information Needed to Identify the Risks of 
Material Misstatement Due to Fraud
5.41 SAS No. 22 (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 311.06- 
.08), provides guidance about how the  a ud ito r obta ins knowledge about the 
e n tity ’s business and the in d u s try  in  w hich  i t  operates. In  perfo rm ing  th a t 
w ork, in fo rm a tion  m ay come to  the a u d ito r ’s a tte n tio n  th a t should be consid­
ered in  id e n tify in g  risks  o f m a te ria l m issta tem ent due to  fraud. As p a rt o f th is  
w ork, the a ud ito r should perform  the fo llow ing  procedures to obta in  in fo rm a ­
tio n  th a t is used (as described in  paragraphs 35 th rough  42 o f SAS No. 99) to 
id e n tify  the risks  o f m a te ria l m issta tem ent due to fraud:
a. M ake inq u iries  o f m anagem ent and others w ith in  the e n tity  to obta in  
th e ir  views about the risks o f frau d  and how they are addressed. (See 
paragraphs 20 th rough  27 o f SAS No. 99.)
b. Consider any unusua l or unexpected re la tionsh ips th a t have been 
id e n tifie d  in  pe rfo rm ing  ana ly tica l procedures in  p lann ing  the aud it. 
(See paragraphs 28 th rough  30 o f SAS No. 99.)
c. Consider w he ther one or more fraud  r is k  factors exist. (See para ­
graphs 31 th rough  33 o f SAS No. 99, the Appendix to SAS No. 99 and 
paragraph 5.43 o f th is  Guide.)
d. Consider o ther in fo rm a tion  th a t m ay be h e lp fu l in  the id e n tifica tion  
o f r isks  o f m a te ria l m issta tem ent due to fraud. (See paragraph 34 o f 
SAS No. 99.)
5.42 In  p lann ing  the aud it, the a ud ito r also should perform  ana ly tica l 
procedures re la tin g  to revenue w ith  the objective o f id e n tify in g  unusua l or 
unexpected re la tionsh ips invo lv in g  revenue accounts th a t m ay ind icate  a 
m a te ria l m issta tem ent due to  fra u d u le n t fin an c ia l reporting . See Appendix A  
[paragraph 5.156] to th is  chapter fo r examples o f unusua l or unexpected 
re la tionsh ips th a t m ay ind ica te  a m a te ria l m issta tem ent due to fraud  fo r 
brokers and dealers in  securities.
5.43 C o n s id e r in g  F r a u d  R is k  F a c to rs . As ind ica ted  in  paragraph 5.41c, 
the aud itor may iden tify  events or conditions th a t indicate incentives/pressures to 
perpetra te  fraud, opportun ities  to ca rry  out the fraud, or a ttitu de s /ra tio na liza ­
tions to ju s t ify  a fra u d u le n t action. Such events or conditions are re ferred  to as 
“fraud  r is k  factors.” F raud  r is k  factors do not necessarily ind icate  the existence 
o f fraud ; however, they often are present in  circum stances where fraud  exists.
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5.44 SAS No. 99 provides fraud  r is k  facto r examples th a t have been 
w ritte n  to  apply to m ost enterprises. As discussed in  paragraph 5.40 o f th is  
Guide, Appendix A  [paragraph 5.156] to  th is  chapter contains a lis t  o f fraud  
r is k  factors specific to brokers and dealers in  securities. Remember th a t fraud  
r is k  factors are only one o f several sources o f in fo rm a tion  an a ud ito r considers 
when id e n tify in g  and assessing r is k  o f m a te ria l m issta tem ent due to fraud.
Identifying Risks That May Result in a Material Misstatement 
Due to Fraud
5.45 In  id e n tify in g  risks  o f m a te ria l m issta tem ent due to fraud, i t  is 
h e lp fu l fo r the a ud ito r to  consider the in fo rm a tion  th a t has been gathered in  
accordance w ith  the requirem ents o f paragraphs 19 th rough  34 o f SAS No. 99. 
The a u d ito r’s id e n tif ica tio n  o f fraud  risks  m ay be in fluenced by characteristics 
such as the size, com plexity, and ownership a ttr ib u tes  o f the e n tity . In  add i­
tion , the a ud ito r should evaluate w he ther id e n tifie d  risks  o f m a te ria l m issta te­
m ent due to fraud  can be re la ted  to specific financ ia l-s ta tem en t account 
balances or classes o f transactions and re la ted  assertions, or w he ther they 
re la te  more pervasive ly to the fin an c ia l statem ents as a whole. C e rta in  ac­
counts, classes o f transactions, and assertions th a t have h igh  inh e re n t r is k  
because they invo lve a h igh  degree o f m anagem ent judgm en t and sub jec tiv ity  
also m ay present r isks  o f m a te ria l m issta tem ent due to fraud  because they are 
susceptible to m an ip u la tion  by managem ent. A ppendix A  [paragraph 5.156] to 
th is  chapter provides examples, specific fo r brokers and dealers in  securities, 
on accounts, classes o f transactions and assertions th a t m ay have h igh  in h e r­
en t r is k  because they invo lve a h igh  degree o f m anagem ent judgm en t and 
sub jec tiv ity  and are susceptible to m an ip u la tion  by managem ent.
A Presumption That Improper Revenue Recognition Is a Fraud Risk
5.46 M a te ria l m isstatem ents due to frau du len t fin an c ia l rep o rting  often 
re su lt from  an overstatem ent o f revenues (for example, th rough  p rem ature  
revenue recognition or recording fic titio u s  revenues) or an understa tem ent o f 
revenues (fo r example, th rough  im p rope rly  sh iftin g  revenues to a la te r period). 
Therefore, the a ud ito r should o rd in a rily  presume th a t there is a r is k  o f m ate­
r ia l m issta tem ent due to fraud  re la tin g  to  revenue recognition (see paragraph 
41 o f SAS No. 99). A d d itio n a l examples o f im proper revenue recogn ition  fo r 
brokers and dealers in  securities is included in  A ppendix A  [paragraph 5.156] 
to th is  chapter.
A Consideration of the Risk of Management Override of Controls
5.47 Even i f  specific r isks  o f m a te ria l m issta tem ent due to  fraud  are not 
id e n tifie d  by the aud ito r, there is a poss ib ility  th a t m anagem ent override o f 
controls could occur, and accordingly, the a ud ito r should address th a t r is k  (see 
paragraph 57 o f SAS No. 99) apa rt from  any conclusions regard ing  the ex is t­
ence o f more specifica lly ide n tifia b le  risks. Specifica lly, the procedures de­
scribed in  paragraphs 58 th rough  67 o f SAS No. 99 should be perform ed to 
fu rth e r  address the r is k  o f m anagem ent override o f controls. These procedures 
include (1) exam in ing  jo u rn a l entries and o ther adjustm ents fo r evidence o f 
possible m a te ria l m issta tem ent due to fraud, (2) rev iew ing  accounting esti­
mates fo r biases th a t could resu lt in  m a te ria l m issta tem ent due to fraud, and 
(3) eva lua ting  the business ra tiona le  fo r s ign ifican t unusua l transactions.
Key Estimates
5.48 Exam ples o f key estim ates fo r brokers and dealers in  securities are 
provided in  Appendix A  [paragraph 5.156] to th is  chapter.
AAG-BRD 5.48
146 B roke rs  and D ea le rs in  S ecurities
Assessing the Identified Risks After Taking Into Account an 
Evaluation of the Entity's Programs and Controls That Address 
the Risks‡
5.49 A u d ito rs  should comply w ith  the requirem ents o f paragraphs 43 
th rough  45 o f SAS No. 99 concerning an e n tity ’s program s and controls th a t 
address id e n tifie d  risks  o f m a te ria l m issta tem ent due to fraud. Exam ples o f 
program s and controls fo r brokers and dealers in  securities are provided in  
Appendix A  [paragraph 5.156] to  th is  chapter.
5.50 The aud itor should consider whether such programs and controls m it i­
gate the identified  risks o f m ate ria l m isstatem ent due to fraud or w hether specific 
control deficiencies exacerbate the risks. A fte r the aud itor has evaluated whether 
the en tity ’s programs and controls have been su itab ly designed and placed in  
operation, the aud itor should assess these risks tak ing  in to  account th a t evalu­
ation. This assessment should be considered when developing the aud itor’s re­
sponse to the identified  risks o f m ateria l m isstatem ent due to fraud.
Responding to the Results of the Assessment
5.51 Paragraphs 46 th rough  67 o f SAS No. 99 provide requirem ents and 
guidance about an a ud ito r’s response to the resu lts  o f the assessment o f the 
risks  o f m a te ria l m issta tem ent due to fraud. The a u d ito r responds to r isks  o f 
m a te ria l m issta tem ent due to fraud  in  the fo llow ing  th ree ways:
a. A  response th a t has an overa ll effect on how the a ud it is conducted— 
th a t is, a response invo lv in g  more general considerations apa rt from  
the specific procedures otherw ise p lanned (see paragraph 50 o f SAS 
No. 99).
b. A  response to id e n tifie d  r isks  invo lv ing  the natu re , tim in g , and 
exten t o f the a u d itin g  procedures to be perform ed (see paragraphs 
51 th rough  56 o f SAS No. 99). Exam ples o f a u d itin g  procedures th a t 
could be perform ed by aud itors o f brokers and dealers in  securities 
are provided in  Appendix A  [paragraph 5.156] to th is  chapter.
c. A  response invo lv in g  the perform ance o f ce rta in  procedures to fu r ­
th e r address the r is k  o f m a te ria l m issta tem ent due to fraud  invo lv ing  
m anagem ent override o f controls, g iven the unpred ictab le  ways in  
w hich  such override could occur (see paragraphs 57 th rough  67 o f 
SAS No. 99 and paragraph 5.47 o f th is  Guide).
Evaluating Audit Evidence
5.52 Paragraphs 68 th rough  78 o f SAS No. 99 provide requirem ents and 
guidance fo r eva lua ting  a u d it evidence. The a ud ito r should evaluate w he ther 
ana ly tica l procedures th a t were perform ed as substantive tests or in  the 
overa ll rev iew  stage o f the a u d it ind icate  a p reviously unrecognized r is k  o f 
m a te ria l m issta tem ent due to  fraud. The a ud ito r also should consider w he ther ‡
‡  On June 17, 2004, the SEC approved PCAOB Auditing Standard No. 2 , A n  A u d i t  o f  I n t e r n a l  
C o n t r o l  O v e r  F i n a n c ia l  R e p o r t in g  P e r fo r m e d  in  C o n ju n c t io n  W ith  a n  A u d i t  o f  F i n a n c ia l  S ta te m e n ts ,  
which establishes requirements that apply when an auditor is engaged to audit both an issuer’s 
financial statem ents and management’s assessm ent of the effectiveness of internal control over 
financial reporting. Auditing Standard No. 2 specifically addresses and emphasizes the importance of 
controls over possible fraud and requires the auditor to test controls specifically intended to prevent 
or detect fraud that is reasonably likely to result in m aterial m isstatem ent of the financial 
statements. See the Preface of this Guide for more detailed information. Registered public accounting 
firms must comply with the standards of the PCAOB in connection with the preparation or issuance 
of any audit report on the financial statements of an issuer.
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responses to  inq u iries  th roughou t the a u d it about a na ly tica l re la tionsh ips 
have been vague or im p lausib le , or have produced evidence th a t is inconsistent 
w ith  o ther ev iden tia l m a tte r accum ulated d u rin g  the aud it.
5.53 A t  o r near the com pletion o f fie ldw ork , the a ud ito r should evaluate 
w he ther the accum ulated resu lts  o f a u d itin g  procedures and o ther observa­
tions affect the assessment o f the risks  o f m a te ria l m issta tem ent due to fraud  
made e a rlie r in  the aud it. As p a rt o f th is  eva lua tion , the a ud ito r w ith  fin a l 
respons ib ility  fo r the a u d it should ascertain th a t there  has been appropria te  
com m unication w ith  the o ther a u d it team  m embers th roughou t the a u d it 
regard ing  in fo rm a tion  or conditions ind ica tive  o f r isks  o f m a te ria l m issta te ­
m ent due to fraud.
Responding to Misstatements That May Be the Result of Fraud
5.54 W hen a ud it tes t resu lts  id e n tify  m isstatem ents in  the financ ia l 
statem ents, the a u d ito r should consider w he ther such m isstatem ents m ay be 
ind ica tive  o f fraud. See paragraphs 75 th rough  78 o f SAS No. 99 fo r requ ire ­
m ents and guidance about an a u d ito r’s response to m isstatem ents th a t m ay be 
the re su lt o f fraud. I f  the a ud ito r believes th a t m isstatem ents are or m ay be 
the re su lt o f fraud , b u t the effect o f the  m isstatem ents is not m a te ria l to  the 
fin an c ia l statem ents, the a ud ito r nevertheless should evaluate the im p lica ­
tions, especially those dealing w ith  the organ iza tiona l position  o f the person(s) 
involved.
5.55 I f  the a ud ito r believes th a t the m issta tem ent is or m ay be the resu lt 
o f fraud, and e ithe r has determ ined th a t the effect could be m a te ria l to  the 
fin an c ia l statem ents or has been unable to evaluate w he ther the effect is 
m a te ria l, the a ud ito r should:
a. A tte m p t to ob ta in  add itiona l ev iden tia l m a tte r to determ ine w he ther 
m a te ria l frau d  has occurred or is lik e ly  to have occurred, and, i f  so, 
its  effect on the  fin a n c ia l s ta tem ents and the a u d ito r ’s rep o rt 
thereon.2
b. Consider the im p lica tions fo r o ther aspects o f the a u d it (see para ­
graph 76 o f SAS No. 99).
c. Discuss the m a tte r and the approach fo r fu rth e r  inves tiga tion  w ith  
an appropria te  level o f m anagem ent th a t is a t least one level above 
those invo lved , and w ith  sen ior m anagem ent and the  a u d it com­
m ittee .3
d. I f  appropria te , suggest th a t the c lien t consult w ith  legal counsel.
5.56 The a ud ito r’s consideration o f the risks  o f m a te ria l m issta tem ent 
and the  resu lts  o f a u d it tests m ay ind icate  such a s ign ifican t r is k  o f m a te ria l 
m issta tem ent due to fraud  th a t the a ud ito r should consider w ith d ra w in g  from  
the engagement and com m unicating  the reasons fo r w ith d ra w a l to the a u d it 
com m ittee or others w ith  equ iva len t a u th o rity  and respons ib ility . The aud ito r 
m ay w ish  to consult w ith  legal counsel when considering w ith d ra w a l from  an 
engagement.
2 See SA S No. 58, R e p o r ts  o n  A u d i t e d  F i n a n c ia l  S ta te m e n ts  (AICPA, P r o fe s s io n a l S ta n d a r d s ,  
vol. 1, AU sec. 508), for guidance on auditor’s reports issued in connection with audits of financial 
statements.
3 If the auditor believes senior management may be involved, discussion of the matter directly 
with the audit committee may be appropriate.
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Communicating About Possible Fraud to Management, the Audit 
Committee, and Others
5.57 W henever the a ud ito r has determ ined th a t there  is evidence th a t 
frau d  m ay exist, th a t m a tte r should be b rought to the a tte n tio n  o f an app ropri­
ate level o f managem ent. See paragraphs 79 th rough  82 o f SAS No. 99 fo r 
fu rth e r  requ irem ents and guidance about com m unications w ith  managem ent, 
the a u d it com m ittee, and others.
Documenting the Auditor's Consideration of Fraud
5.58 Paragraph 83 o f SAS No. 99 requires ce rta in  item s and events to be 
documented by the aud ito r. A u d ito rs  should com ply w ith  those requirem ents.
Practical Guidance
5.59 The A IC P A  Practice A id , F r a u d  D e te c tio n  in  a  G A A S  A u d i t — S A S  
N o . 9 9  Im p le m e n ta t io n  G u id e , provides a w ea lth  o f in fo rm a tion  and help on 
com plying w ith  the provisions o f SAS No. 99. Moreover, th is  Practice A id  
provides an unders tand ing  o f the differences between the requirem ents o f SAS 
No. 99 and SAS No. 82, w h ich  was superseded by SAS No. 99. Th is Practice A id  
is an O ther A u d itin g  P ub lica tion  as defined in  SAS No. 95, G e n e ra lly  A cce p te d  
A u d i t in g  S ta n d a rd s  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 150). 
O ther A u d itin g  Publica tions have no a u th o rita tive  sta tus; however, they m ay 
help the a ud ito r understand and app ly SASs.
Internal Control||
5.60 The second standard  o f fie ld w o rk  requires th a t the a ud ito r obta in  “a 
su ffic ien t unders tand ing  o f in te rn a l contro l to  p lan  the a ud it and to determ ine 
the nature, tim ing , and extent o f tests to be performed.” SAS No. 55, C o n s id e ra tio n  
o f  I n te r n a l  C o n tro l in  a  F in a n c ia l  S ta te m e n t A u d it ,  as amended by SAS No. 78, 
C o n s id e ra t io n  o f  I n te r n a l  C o n tro l in  a  F in a n c ia l  S ta te m e n t  A u d i t :  A n  A m e n d ­
m e n t to  S A S  N o . 5 5  and SAS No. 94, T he  E ffe c t  o f  In fo r m a t io n  T e c h n o lo g y  on  
th e  A u d i t o r ’s C o n s id e ra t io n  o f  I n te r n a l  C o n tro l in  a  F in a n c ia l  S ta te m e n t A u d i t  
(A IC P A , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 319), defines in te rn a l control.
||  On June 17, 2004, the SEC  approved PCAOB Auditing Standard No. 2, A n  A u d i t  o f  I n t e r n a l  
C o n t r o l  O v e r  F i n a n c ia l  R e p o r t in g  P e r fo r m e d  i n  C o n ju n c t io n  W ith  a n  A u d i t  o f  F i n a n c ia l  S ta te m e n ts ,  
which establishes requirements that apply when an auditor is engaged to audit both an issuer’s 
financial statem ents and management’s assessm ent of the effectiveness of internal control over 
financial reporting. PCAOB Auditing Standard No. 2 is effective for audits of companies with fiscal 
years ending on or after Nov. 15, 2004, for accelerated filers, or Ju ly  15, 2005, for other companies. 
Due to the issuance of PCAOB Auditing Standard No. 2, a  related proposed standard (PCAOB 
Release No. 2004-002) would amend and supersede certain sections of the PCAOB interim standards. 
Registered public accounting firms auditing the financial statem ents of issuers should keep alert to 
any final standard issued by the PCAOB and final SEC  approval of that standard.
The PCAOB published staff guidance on audits of internal control which includes frequently 
asked questions (FAQs) that focus on issues including scope and extent of testing; independence; how 
to evaluate deficiencies; multi-location issues; using the work of others, and service organizations. 
The guidance can be found at www.pcaobus.org/QA_Staff_Internal_Control.pdf.
The SEC Staff also issued a  set of FAQs regarding the Management’s Report on Internal Control 
Over Financial Reporting and Disclosure in Exchange Act Periodic Reports. These FAQs address 
issues that have arisen since implementing and interpreting the rules that the SEC released for such 
reports on Jun e 5, 2003 [SEC Release Nos. 33-8238; 34-47986; IC-26068]. Issues addressed by the 
sta ff include how to implement the rules when registrants are required to apply FASB Interpretation 
No. 46, C o n s o l id a t io n  o f  V a r ia b le  I n te r e s t  E n t i t i e s — A n  I n t e r p r e t a t io n  o f  A R B  N o .  5 1 ,  and whether 
registrants are required to evaluate the internal control over financial reporting of an equity method 
investment.
See the Preface of this Guide for more detailed information. Registered public accounting firms 
m ust comply with the standards of the PCAOB in connection with the preparation or issuance of any 
audit report on the financial statem ents of an issuer.
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5.61 The in te rn a l contro l o f a b roker-dealer is described in  C hapter 6, 
“ In te rn a l C on tro l,” o f th is  Guide. The a ud ito r should obta in  an understand ing  
o f each o f the five  components o f in te rn a l contro l described in  SAS No. 55, as 
amended. T h a t understand ing  should be su ffic ien t to p lan  the aud it. A  s u ffi­
c ient unders tand ing  is obta ined by perfo rm ing  procedures to understand the 
design o f controls re levan t to the a u d it o f fin an c ia l statem ents, and de te rm in ­
ing  w he ther they have been placed in  operation, by—
•  M ak ing  inq u iries  o f the broker-dealer’s personnel.
•  Observing ac tiv itie s  and operations.
•  Inspecting  documents and records.
•  R ely ing  on past experience w ith  the p a rtic u la r broker-dealer.
5.62 A fte r  ob ta in ing  an unders tand ing  o f the components o f the broker- 
dealer’s in te rn a l control, the a ud ito r should assess the contro l r is k  fo r the 
assertions th a t are embodied in  the classes o f transactions, account balances, 
and disclosure components o f the fin an c ia l statem ents. The a ud ito r’s evalu­
a tion  o f the assessed level o f contro l r is k  and the a u d ito r ’s understand ing  o f the 
b roker-dealer’s in te rn a l contro l are in s tru m e n ta l in  de te rm in ing  the nature , 
tim in g , and exten t o f substantive tests th a t w ill  be perform ed on the fin an c ia l 
sta tem ent assertions.
Documentation
5.63 The a ud ito r should document the understand ing  o f the broker- 
dealer’s in te rn a l contro l components obta ined to p lan  the a u d it and his or her 
conclusions about the assessed leve l o f contro l r isk . Conclusions about the 
assessed level o f contro l r is k  m ay d iffe r as they re la te  to various account 
balances or classes o f transactions. For those fin an c ia l sta tem ent assertions in  
w hich  contro l r is k  is assessed a t the m axim um  level, the a ud ito r should 
document h is or her conclusion th a t contro l r is k  is a t the m axim um  level, b u t 
need not document the basis fo r th a t conclusion.
5.64 For those assertions in  which the assessed level o f control r is k  is below 
the m axim um  level, the aud itor should document the basis for his or her conclusion 
th a t the effectiveness o f the design and operation o f controls supports th a t 
assessed level. The nature and extent o f the aud itor’s documentation are in f lu ­
enced by the assessed level o f control risk , the na tu re  o f the e n tity ’s in te rna l 
control, and the nature o f the en tity ’s documentation o f its  in te rna l control.
Consideration of the W ork of Internal Auditors
5.65 In  aud its  o f broker-dealers, aud ito rs m ay consider using  the w ork  o f 
in te rn a l aud itors. I f  the a ud ito r w ill  be considering or us ing  the  w ork  o f or 
rece iv ing d irect assistance from  the broker-dealer’s in te rn a l aud itors, the 
provisions o f SAS No. 65, T he  A u d i t o r ’s C o n s id e ra t io n  o f  th e  In te r n a l  A u d i t  
F u n c t io n  in  a n  A u d i t  o f  F in a n c ia l  S ta te m e n ts  (A IC PA , P ro fe s s io n a l S ta n d a rd s , 
vol. 1, A U  sec. 322), provide guidance re la tin g  to the a u d ito r’s consideration o f 
in te rn a l aud ito rs ’ competence and ob jec tiv ity  and in  eva lua ting  th e ir  w ork.
5.66 SAS No. 65 also provides guidance concerning the independent 
a u d ito r’s use o f w o rk  perform ed by the in te rn a l a ud it function. Review ing and 
tes ting  in te rn a l contro l is often an im p o rta n t respons ib ility  o f the in te rn a l 
a u d it function . Thus, the  w ork  o f the in te rn a l aud itors m ay have an im p o rta n t 
bearing  on the independent a ud ito r’s procedures. I f  the independent a ud ito r 
in tends to consider or use the w ork  o f or receive d irect assistance from  the 
b roker-dealer’s in te rn a l aud itors, the independent a ud ito r should fo llow  the 
guidance in  SAS No. 65 in  considering the competence and ob jec tiv ity  o f the 
in te rn a l a ud ito r and in  eva lua ting  th e ir  work.
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5.67 The In te rn a l A u d it D iv is ion  o f the Securities In d u s try  Association 
has issued guidelines fo r estab lish ing  and m a in ta in in g  a professional, effec­
tive , and independent in te rn a l a ud it func tion  in  a broker-dealer.
5.68 The b roker-dealer’s in te rn a l aud itors or o ther personnel can also be 
used to prepare schedules, obta in  docum entation, and research m atters. As 
ob jec tiv ity  and competence increase, the level o f u tiliz a tio n  o f broker-dealers’ 
personnel m ay increase as w ell. For ce rta in  in te rn a l a u d it procedures th a t are 
objective, competent, and w e ll supervised, independent a u d it procedures m ay 
consist o f rev iew ing  and tes ting  in te rn a l a u d it w o rk  ra th e r th an  the broker- 
dealer’s systems and accounts.
Analytical Procedures
5.69 A n a ly tica l procedures are one o f the m ost effective p la nn ing  tools 
used by the a u d ito r to  id e n tify  po ten tia l areas o f h igh  risk . SAS No. 56, 
A n a ly t ic a l  P ro c e d u re s  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 329), 
requires th a t a na ly tica l procedures be perform ed d u rin g  the p lann ing  stage 
and overa ll rev iew  stages o f a ll audits. The S tatem ent notes th a t ana ly tica l 
procedures should be perform ed in  p lann ing  the  aud it, no t only to im prove the 
a ud ito r’s unders tand ing  o f the b roker-dealer’s business and the transactions 
and events th a t have occurred since the la s t a u d it date, b u t also to h ig h lig h t 
unusua l re la tionsh ips and unexpected flu c tua tions  in  the fin an c ia l in fo rm a tion  
th a t m ay requ ire  fu rth e r  inves tiga tion  d u rin g  the aud it. The A IC P A  A u d it 
Guide A n a ly t ic a l  P ro c e d u re s  provides p ractica l guidance to aud ito rs on the 
effective use o f a na ly tica l procedures. Th is A u d it Guide includes a discussion 
o f SAS No. 56; concepts and de fin itions; a series o f questions and answers; and 
a case study il lu s tra tin g  trend  analysis, ra tio  analysis, reasonableness testing , 
and regression analysis.
5.70 A n a ly tica l procedures invo lve the system atic analysis and com pari­
son o f recorded am ounts or ra tios  derived from  recorded am ounts w ith  expec­
ta tions th a t have been developed by the aud ito r. Those expectations m ay be 
developed by id e n tify in g  p lausib le  re la tions th a t are reasonably expected to 
ex is t based on unders tand ing  the broker-dealer and the in d u s try  in  w hich  i t  
operates. The goal is to  determ ine any unusua l fluc tua tions, trends, ra tios, 
transactions, events, and am ounts th a t ind ica te  th a t special a tte n tio n  is m er­
ited. Specifica lly, aud ito rs o f broker-dealers m ay use the fo llow ing  in fo rm a tion  
in  perfo rm ing  ana ly tica l procedures:
•  In te rn a lly  prepared budgets
•  P rio r-period  fin an c ia l in fo rm a tion
•  Forecasts
•  E xtrapo la tions from  in te r im  data
•  Comparisons w ith  in d u s try  s ta tis tics , b roker-dealer fin an c ia l in fo r­
m ation, or s ta tis tica l data prepared by the Securities In d u s try  Asso­
c ia tion  or o ther in d u s try  groups
•  C om parisons o f fin a n c ia l in fo rm a tio n  w ith  re le va n t n on fin a n c ia l 
in fo rm a tio n
5.71 A n a ly tica l procedures can be used when assessing inh e re n t risk , 
inc lud ing  accounts or a u d it areas th a t requ ire  p a rtic u la r a tte n tio n  or those 
item s th a t need l i t t le  or no a u d it emphasis. A n a ly tica l procedures are espe­
c ia lly  usefu l because o f the ease in  ob ta in ing  in fo rm a tion  w ith  w hich  to assess 
a broker-dealer, w hich  thus perm its  easy id e n tif ica tio n  o f areas where greater 
or lesser e ffo rt are necessary. A n a ly tica l procedures m ay be usefu l as p a rt o f 
the in it ia l p lann ing  process to—
AAG-BRD 5.67
A u d it in g  C ons ide ra tions 151
•  Enhance knowledge o f the broker-dealer’s business.
•  Provide a basis fo r p re lim in a ry  judgm ents about m a te ria lity .
•  Increase awareness o f inh e re n t r is k  factors.
•  D irec t a tte n tio n  to accounts and classes o f transactions (or changes in  
them ) th a t m e rit add itiona l a u d it emphasis.
5.72 A n a ly tica l procedures m ay be usefu l d u rin g  the engagement to—
•  Corroborate the resu lts  o f substantive tests o f deta ils  applied to an 
account or group o f re la ted  accounts.
•  Be used instead o f substantive tests o f deta ils applied to accounts or 
portions o f accounts where a low  leve l o f a u d it assurance would be 
desired.
•  Be used instead o f substantive tests o f deta ils  applied to accounts over 
w h ich  controls operate and have been found to be effective, or to 
accounts re la ted  to o ther accounts th a t have been tested th rough  other 
substantive procedures.
•  H ig h lig h t the need fo r or assist in  the design o f specific substantive 
tests.
•  Assess the r is k  o f fu rth e r  m isstatem ents in  accounts.
5.73 A t the conclusion o f an engagement, ana ly tica l procedures m ay be 
usefu l to  (a) confirm  the resu lts  o f o ther a u d it procedures and ( b )  help ensure 
th a t the a ud ito r is aware o f the reasons fo r a ll s ign ifican t fluc tua tions.
5.74 The a ud ito r m ay apply ana ly tica l procedures to fin an c ia l sta tem ent 
captions, account balances, and q ua rte rly  fin an c ia l statem ents, a lthough the 
extent and tim in g  o f the procedures w ill va ry  from  one broker-dealer to another.
5.75 Specific ana ly tica l procedures th a t m ay be applicable to  a broker- 
dealer include the fo llow ing:
•  In te rest income as a percentage o f the average balances o f resale trans­
actions, customers’ m argin  receivables, and stock borrows (separately 
computed), to compare w ith  the average earnings yie ld  on resale trans­
actions, customer m argin  receivables, and stock borrows, respectively
•  In te re s t expense as a percentage o f the average balances o f repurchase 
(repo) transactions, custom er payables, and stock loans (separately 
computed), to  compare w ith  the yields incu rred  on repo transactions, 
custom er payables, and stock loans
•  M u tu a l fund  fees by type compared w ith  transaction  volum e (such as 
front-end-load fee income compared w ith  the volum e o f m u tu a l funds 
sold to customers or redem ption fee income compared w ith  the volum e 
o f m u tu a l funds redeemed by customers)
•  Management fees compared w ith  the amount o f funds under management
•  Exchange fees, lis ted  commission income, and expenses as compared 
w ith  the tra d in g  volum e on exchanges
•  Sales credits on over-the-counter (OTC) trades compared w ith  OTC 
tra d in g  volume
•  For nonclearing broker-dealers, the level o f in te res t income or in te res t 
expense compared w ith  th e ir  money balance a t the c learing  broker- 
dealer
5.76 SAS No. 96 amends SAS No. 56 (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 
1, A U  sec. 329.22), to add a requ irem en t th a t the a ud ito r document ce rta in  
m atte rs  when an ana ly tica l procedure is used as the p rin c ip a l substantive test 
o f a s ign ifican t fin an c ia l sta tem ent assertion.
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5.77 As p a rt o f the scope o f a u d it procedures to be perform ed, the a ud ito r 
should be aware th a t ce rta in  areas o f an a u d it o f broker-dealers’ operations 
requ ire  estim ates th a t m ay be m a te ria l in  the p repa ra tion  and presenta tion  o f 
the b roker-dealer’s fin an c ia l statem ents. A n  accounting estim ate is an approxi­
m ation  o f a fin an c ia l sta tem ent element, item , or account instead o f a precise 
measurem ent.
5.78 Professional judgm en t is requ ired  in  fo rm u la tin g  an estim ate. A l­
though i t  is the respons ib ility  o f a b roker-dealer’s m anagem ent to  prepare 
estim ates fo r the fin an c ia l statem ents, the a ud ito r is responsible fo r eva lua ting  
th e ir  reasonableness. SAS No. 57, A u d i t in g  A c c o u n t in g  E s t im a te s  (A ICPA, 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 342), provides guidance fo r the a ud ito r 
on ob ta in ing  and eva lua ting  su ffic ien t, competent ev iden tia l m a tte r in  support 
o f accounting estim ates included in  the fin an c ia l statem ents.
5.79 A lthough  s ign ifican t accounting estim ates m ay affect m any ele­
m ents o f a b roker-dealer’s fin an c ia l statem ents, they often affect the fo llow ing:
•  V a lu a tio n  o f securities  th a t are n o t re a d ily  m a rke tab le  or o the r 
inves tm en ts
•  Estim ates o f compensation fo r deferred 12b-1 fees
•  Reserves fo r prom issory notes to account executives (contract notes 
usua lly  fo rg iven over three to five  years)
•  Custom er reserves
•  Estim ates o f the usefu l lives o f p lan t, property, and equipm ent
•  U n d e rw ritin g  costs accrued and capita lized based on a h igh  percent­
age o f recovery
•  Employee compensation plans
•  V a lua tion  o f exchange m em berships
•  The estim ate o f deferred taxes
•  U nrea lized gain or loss on swap transactions
•  U nrea lized  gain or loss on forw ards, fu tu res, and o ther unsettled  
transactions and com m itm ents
5.80 A lthough  m anagem ent is responsible fo r m ak ing  estim ates, the 
a ud ito r is responsible fo r eva lua ting  the reasonableness o f estim ates and 
should consider appropria te  procedures in  p lann ing  and perfo rm ing  the aud it. 
Those procedures should include both  subjective and objective factors. In  
eva lua ting  accounting estim ates fo r reasonableness, the a ud ito r should under­
stand how m anagem ent developed those estim ates. Based on th a t under­
standing, the a ud ito r should decide on one or a com bination o f the fo llow ing  
th ree approaches to  assess reasonableness.
a . Review and tes t the process used by m anagem ent to develop the 
estim ate. To sa tis fy  th is  approach, the fo llow ing  procedures m ay be 
perform ed.
( 1 )  D e t e r m in e  w h a t  c o n t r o ls  ( i f  a n y )  a r e  i n  o p e r a t io n  o v e r  t h e  
p r e p a r a t i o n  o f  a c c o u n t in g  e s t im a t e s  a n d  t h e  s u p p o r t in g  d a t a  
t h a t  m a y  b e  u s e f u l  i n  t h a t  e v a lu a t io n .
(2) D eterm ine w he ther factors th a t m anagem ent used in  fo rm ing  
the und e rly in g  assum ptions are re levant, re liab le , and su ffic ien t 
based on in fo rm a tion  gathered from  o ther a u d it tests.
(3) Consider w he ther the assum ptions are consistent w ith  one an­
other, the supporting  data, re levan t h is to rica l data, and indus­
t r y  data.
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(4) Consider w he ther changes in  the broker-dealer’s business or 
in d u s try  m ay affect the assum ptions u nderly ing  the accounting 
estimates.
(5) Test the ca lcu lations used by m anagem ent to convert the as­
sum ptions and o ther factors in to  the accounting estimates.
b. Develop independent expectations o f the estim ates used by manage­
m ent fo r corroboration. Based on the understand ing  o f the facts and 
circum stances re la tin g  to the broker-dealer, the a ud ito r should gen­
erate independent expectations th a t are based on a lte rna tive  as­
sum ptions, as a means o f con firm ing  the reasonableness o f the 
accounting estimates.
c. Review subsequent events or transactions occurring before comple­
tio n  o f fie ldw ork . To evaluate the reasonableness o f accounting 
estim ates, the a ud ito r m ay fin d  i t  h e lp fu l to consider events or 
transactions occurring a fte r the date o f the balance sheet b u t before 
the com pletion o f fie ldw ork.
5.81 As investm ent strategies increasing ly include inves ting  in  more 
complex and h ighe r r is k  securities, the values o f securities m ay not be read ily  
availab le  th rough  m arke t quotations. Such securities are often valued a t 
am ounts determ ined by the broker-dealers’ managem ent. A u d itin g  the v a lu ­
a tion  o f such securities is an area th a t requires a h igh  degree o f judgm en t and 
sc ru tiny  to ensure th a t the va lua tion  procedures are reasonable and und e rly ­
ing  support is appropriate . There is no single m ethod fo r de te rm in ing  fa ir  value 
in  good fa ith  because fa ir  va lue depends on the facts and circum stances o f each 
in d iv id u a l case. In  a u d itin g  securities va lua tions determ ined by managem ent, 
aud ito rs should rev iew  the in fo rm a tion  th a t form ed the basis fo r the va lua tions 
and ascertain th a t the procedures fo llowed were reasonable. SAS No. 101, 
A u d i t in g  F a i r  V a lu e  M e a s u re m e n ts  a n d  D is c lo s u re s  (A IC PA , P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  sec. 328), provides guidance on a u d itin g  fa ir  value 
m easurem ents and disclosures contained in  fin an c ia l statem ents. U nder SAS 
No. 101, the a ud ito r’s substantive tests o f fa ir  va lue m easurem ents invo lve (a) 
tes ting  m anagem ent’s s ign ifican t assum ptions, the va lu a tio n  model, and the 
u nderly ing  data, (b) developing independent fa ir  value estim ates fo r corrobo­
ra tive  purposes, or (c) exam in ing  subsequent events and transactions th a t 
confirm  or d isconfirm  the estim ate. SAS No. 92, A u d i t in g  D e r iv a t iv e  I n s t r u ­
m en ts , H e d g in g  A c t iv it ie s ,  a n d  In v e s tm e n ts  in  S e c u r it ie s  (A IC PA , P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  sec. 332), among other m atte rs, provides guidance to 
aud itors in  p lann ing  and perfo rm ing  a u d itin g  procedures fo r assertions about 
investm ents in  securities th a t are made in  an e n tity ’s financ ia l statem ents. A  
companion A u d it Guide A u d i t in g  D e r iv a t iv e  In s tru m e n ts ,  H e d g in g  A c t iv it ie s ,  
a n d  In v e s tm e n ts  in  S e c u r it ie s , provides p ractica l guidance fo r im p lem en ting  
SAS No. 92. In  some instances, the a ud ito r m ay consider using the w ork  o f a 
specialist in  a u d itin g  the va lu a tio n  o f such securities. SAS No. 73, U s in g  the  
W o rk  o f  a  S p e c ia lis t  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 336), 
provides guidance when aud itors consider the w ork  done by a specialist.
Going-Concern Considerations
5.82 SAS No. 59, T he  A u d i t o r ’s C o n s id e ra t io n  o f  a n  E n t i t y ’s A b i l i t y  to  
C o n tin u e  as a  G o in g  C o n ce rn  (A IC PA, P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 
341), provides guidance to the a ud ito r w ith  respect to  eva lua ting  w he ther there 
is substan tia l doubt about the broker-dealer’s a b ility  to continue as a going 
concern.
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5.83 C on tinua tion  o f a b roker-dealer as a going concern is assumed in  
fin an c ia l repo rting  in  the absence o f s ign ifican t in fo rm a tion  to the contrary. 
O rd in a rily , in fo rm a tion  th a t s ig n ifican tly  contrad icts the going-concern as­
sum ption  re lates to the broker-dealer’s in a b ility  to continue to meet its  obliga­
tions as they become due w ith o u t substan tia l d isposition o f assets outside the 
o rd in a ry  course o f business, re s tru c tu rin g  o f debt, noncompliance w ith  various 
ru les and regula tions, e x te rna lly  forced revis ion  o f its  operations, or s im ila r 
actions. The a b ility  o f a b roker-dealer to m eet s ta tu to ry  net cap ita l requ ire ­
m ents is a m ajor factor to  consider in  assessing the going-concern assum ption.
5.84 D u rin g  the course o f the aud it, the a ud ito r m ay become aware o f 
in fo rm a tion  th a t raises substan tia l doubt about the broker-dealer’s a b ility  to 
continue as a going concern. SAS No. 59 states th a t the a ud ito r has a respon­
s ib ility  to  evaluate w he ther there is substan tia l doubt about the broker- 
dealer’s a b ility  to continue as a going concern fo r a reasonable period o f tim e, 
no t to exceed one year beyond the date o f the fin an c ia l statem ents being 
audited. The evidence necessary to make th is  eva lua tion  w ill  u sua lly  be 
obta ined th rough  p lann ing  and gathering  ev iden tia l m a tte r re la tive  to the 
various a u d it objectives (inc lud ing  rev iew  o f compliance w ith  debt agreements, 
ana ly tica l procedures, and subsequent events) and th rough  com pleting the 
aud it. If, a fte r considering the id e n tifie d  conditions and events in  the aggre­
gate, the a u d ito r believes th a t there is substan tia l doubt about the a b ility  o f a 
b roker-dealer to continue as a going concern, he or she should consider m an­
agement’s p lans to m itig a te  the cu rren t conditions and events, the effect on the 
fin an c ia l statem ents and the re la ted  disclosures, and the effects on the aud i­
to r ’s report. SAS No. 96 amends SAS No. 59 (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  
vol. 1, A U  sec. 341.17), to  add a requ irem en t fo r the a u d ito r to document ce rta in  
m atters if, a fte r considering the identified conditions and events in  the aggregate, 
the a ud ito r believes there is substan tia l doubt about the a b ility  o f the e n tity  to 
continue as a going concern fo r a reasonable period o f tim e, no t to exceed one 
year beyond the date o f the fin an c ia l statem ents being audited.
Communication of Matters Related to Internal Control
5.85 SAS No. 60, C o m m u n ic a t io n  o f  I n te r n a l  C o n tro l R e la te d  M a t te rs  
N o te d  in  a n  A u d i t ,# as amended by SAS No. 87, R e s tr ic t in g  th e  Use o f  a n  
A u d i t o r ’s R e p o r t  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 325), provides
# In  M a rch  2004, th e  PC AO B issued a proposed a u d itin g  s tan da rd  e n title d  C o n fo r m in g  A m e n d ­
m e n ts  to  P C A O B  I n t e r i m  S t a n d a r d s  R e s u l t in g  f r o m  th e  A d o p t io n  o f  P C A O B  A u d i t i n g  S t a n d a r d  N o .  
2 , A n  A u d it  o f In te rn a l C o n tro l O ver F in a n c ia l R epo rting  P erfo rm ed in  C on ju nction  w ith  an  A u d it o f 
F in a n c ia l S tatem ents. The proposed standard , am ong o th e r m a tte rs , w ou ld  supersede SAS No. 60, 
C o m m u n ic a t io n  o f  I n t e r n a l  C o n t r o l  R e la te d  M a t t e r s  N o te d  in  a n  A u d i t ,  fo r au d its  o f th e  fin a n c ia l 
s ta tem en ts  o f issuers. (See PCAO B Release No. 2004-002.) R egistered pu b lic  accounting  firm s  m u s t 
com ply w ith  the  s tandards o f th e  PC AO B  in  connection w ith  the  p re p a ra tio n  or issuance o f any a u d it 
re p o rt on the  fin a n c ia l s ta tem en ts  o f an  issuer. R egiste red pu b lic  accounting  firm s  a u d itin g  the  
fin a n c ia l s ta tem en ts  o f issuers shou ld  keep a le r t to  any f in a l s tan da rd  issued by the  PC AO B and f in a l 
SEC approva l o f th a t  s tandard . See the  Preface o f th is  G uide fo r m ore in fo rm a tio n .
The A IC P A ’s A u d it in g  S tandards B oard  (ASB) issued an exposure d ra ft o f a proposed SAS e n tit le d  
C o m m u n ic a t io n  o f  I n t e r n a l  C o n t r o l  R e la te d  M a t t e r s  N o te d  i n  a n  A u d i t .  The proposed S ta te m en t w il l  
supersede SAS No. 60 o f th e  same nam e. The proposed SAS estab lishes s tandards and provides 
gu idance to  enhance the  a u d ito r ’s com m un ica tion  re s p o n s ib ility  to  the  a u d it com m ittee  o r its  
eq u iva le n t concern ing s ig n ific a n t deficiencies and m a te ria l weaknesses in  in te rn a l con tro l no ted in  a 
fin a n c ia l s ta tem en t a u d it. T h is  proposed SAS does no t app ly  to  a u d its  o f fin a n c ia l s ta tem ents 
inc luded  in  an n u a l re po rts  o f e n titie s , o th e r th a n  reg is te red  in ve s tm e n t com panies, th a t f ile  an 
an n u a l re p o rt w ith  th e  S ecurities and Exchange C om m ission p u rs u a n t to  Section 13(a) o r 15(d) o f the  
S ecurities Exchange A c t o f 1934, in  w h ich  the  a u d ito r engaged to  pe rfo rm  the  a u d it o f th e  e n t ity ’s 
f in a n c ia l s ta tem en ts  also is re qu ire d  to  a u d it th e  e n t ity ’s in te rn a l con tro l over fin a n c ia l re po rtin g .
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guidance in  id e n tify in g  and rep o rting  conditions th a t re la te  to a broker- 
dealer’s in te rn a l contro l observed d u rin g  an aud it o f fin an c ia l statem ents. SAS 
No. 60 requires th a t reportable  conditions be comm unicated to the e n tity ’s 
a ud it com m ittee or in d iv id ua ls  w ith  a level o f a u th o rity  and respons ib ility  
equ iva len t to  an a u d it com m ittee (such as the board o f d irectors, an owner in  
an owner-managed broker-dealer, or others who m ay have engaged the aud i­
to r) fo r broker-dealers th a t do not have one. Reportable conditions are m atte rs 
coming to the a ud ito r’s a tte n tio n  th a t, in  h is or he r judgm ent, should be 
com m unicated to the a u d it com m ittee because they represent s ign ifican t de fi­
ciencies in  the design or operation o f in te rn a l contro l th a t could adversely affect 
the organ iza tion ’s a b ility  to record, process, sum m arize, and repo rt financ ia l 
data consistent w ith  the assertions o f m anagem ent in  the fin an c ia l statem ents. 
C onditions noted by the a ud ito r th a t are considered reportable  under SAS No. 
60 should be reported. I f  reportable  conditions are comm unicated o ra lly , the 
a ud ito r should document the com m unication by appropria te  m em oranda or 
nota tions in  the a u d it docum entation. SAS No. 87 (A IC PA, P ro fe s s io n a l S ta n d ­
a rd s ,  vol. 1, A U  sec. 532) states th a t a report issued under SAS No. 60 should 
be res tric ted  because the purpose o f the engagement is to report on the e n tity ’s 
fin an c ia l statem ents, no t to  provide assurance on its  in te rn a l control.
Communication With Audit Committees
5.86 SAS No. 61, C o m m u n ic a t io n  W ith  A u d i t  C o m m itte e s , as amended by 
SAS No. 87, R e s tr ic t in g  th e  Use o f  a n  A u d i t o r ’s R e p o rt, SAS No. 89, A u d i t  
A d ju s tm e n ts ,  and SAS No. 90, A u d i t  C o m m itte e  C o m m u n ic a t io n s  (A ICPA, 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 380), establishes a requ irem en t fo r the 
a ud ito r to determ ine th a t ce rta in  m atte rs  re lated to the conduct o f an a u d it are 
com m unicated to those who have respons ib ility  fo r oversight o f the financ ia l 
rep o rting  process. The com m unications requ ired  by SAS No. 61, as amended, 
are applicable to broker-dealers th a t e ithe r have an a ud it com m ittee or have 
o therw ise  fo rm a lly  designated overseeing fin a n c ia l re p o rting  to a group 
equ iva len t to an a u d it com m ittee, such as a finance com m ittee or budget 
comm ittee. SAS No. 61, as amended, requires the a ud ito r to in fo rm  the aud it 
com m ittee about uncorrected m isstatem ents aggregated by the a ud ito r du rin g  
the cu rren t engagement and p e rta in ing  to the la tes t period presented, whose 
effects m anagem ent believes are im m a te ria l, both  in d iv id u a lly  and in  the 
aggregate, to the fin an c ia l statem ents taken  as a whole. SAS No. 61, as 
amended, also requires an a ud ito r o f SEC clients to discuss w ith  a ud it com m it­
tees the a ud ito r’s judgm ents about the qua lity , not ju s t the acceptab ility , o f the 
company’s accounting p rinc ip les as applied in  its  fin an c ia l statem ents. SAS 
No. 87 refers to reports issued under SAS No. 61 as by-product reports, and 
states th a t the use o f such reports should be restric ted.
Management Representations
5.87 SAS No. 85, as amended, establishes a requ irem en t th a t an aud ito r, 
perfo rm ing  an a u d it in  accordance w ith  genera lly accepted a u d itin g  standards, 
ob ta in  w ritte n  representations from  m anagem ent fo r a ll fin an c ia l statem ents 
and periods covered by the a ud ito r’s report. The S tatem ent, as amended, also 
provides guidance concerning the representations to  be obtained, along w ith  
an illu s tra tiv e  m anagem ent representa tion  le tte r. The m anagem ent rep re ­
sentation le tte r  should include an acknowledgem ent by m anagem ent th a t the 
effects o f any uncorrected fin an c ia l sta tem ent m isstatem ents aggregated by 
the a ud ito r d u rin g  the cu rren t engagement and p e rta in ing  to the la tes t period
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presented are im m a te ria l, both  in d iv id u a lly  and in  the aggregate, to  the 
fin an c ia l statem ents taken  as a whole. A  sum m ary o f the uncorrected m issta te ­
m ents should be included in  or attached to the representa tion  le tte r. C erta in  
o ther representations re la ted  to a broker-dealer’s operations are no rm a lly  
obtained (see Appendix H , “Representation L e tte r,” o f th is  Guide).
5.88 In  A ugust 2002, the SEC adopted fin a l ru les fo r “C e rtifica tio n  o f 
D isclosure in  Companies’ Q u a rte rly  and A n nu a l Reports.” In  response to 
Section 302(a) o f the Sarbanes-Oxley A c t o f 2002, C h ie f Executive O fficers 
(CEOs) and C h ie f F inanc ia l O fficers (CFOs), or persons perfo rm ing  s im ila r 
functions, are now requ ired  to  ce rtify  the fin an c ia l and o ther in fo rm a tion  
contained in  q u a rte rly  and annua l reports and m ake certa in  disclosures. Th is 
ce rtifica tion  includes (among o ther th ings) (a ) the accuracy o f the file d  report,
(b ) the design o f the issuer’s in te rn a l accounting controls, and (c) the disclosure 
to the a ud it com m ittee o f any m a te ria l weaknesses in  those controls.
5.89 As p a rt o f the ce rtifica tion  o f fin an c ia l statem ents requ ired  by the 
Sarbanes-Oxley A c t o f 2002, the  CEO and the CFO o f a p ub lic ly  held broker- 
dealer are requ ired  to disclose to the b roker-dealer’s a u d it com m ittee and 
independent aud ito rs a ll s ign ifican t deficiencies in  the design or operation o f 
in te rn a l controls w hich  could adversely affect the broker-dealer’s a b ility  to 
record, process, sum m arize and report fin an c ia l data, and to id e n tify  to  the 
aud ito rs any m a te ria l weaknesses in  in te rn a l controls. F u rth e r, they are to 
disclose to the a u d it com m ittee and the aud itors any fraud , w he ther or not 
m a te ria l, th a t involves m anagem ent or o ther employees who have a s ign ifican t 
role in  the b roker-dealer’s in te rn a l controls.
5.90 SAS No. 12, I n q u i r y  o f  a  C l ie n t ’s L a w y e r  C o n c e rn in g  L i t ig a t io n ,  
C la im s , a n d  A ssessm en ts  (A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 337), 
requires the a ud ito r to ob ta in  ev iden tia l m a tte r re levan t to lit ig a tio n , claim s, 
and assessments. SAS No. 12 concludes th a t a le tte r o f in q u iry  to the c lien t’s 
law yer is the a ud ito r’s p rim a ry  means o f ob ta in ing  corroboration o f the in fo r­
m ation furnished by management concerning litiga tion , claims, and assessments. 
The a ud ito r should obta in  a c lien t representa tion  about the fo llow ing  factors:
•  The existence o f a condition, s itua tion , or set o f circum stances in d ica t­
ing  an u nce rta in ty  about the  possible loss to a broker-dealer a ris ing  
from  litig a tio n , claim s, and assessments
•  The period in  w h ich  the underly ing  cause fo r legal action occurred
•  The degree o f p ro b a b ility  o f an unfavorable  outcome
•  The am ount or range o f po te n tia l loss
Nature, Timing, and Extent of Auditing Procedures
5.91 W ith  respect to the extent and tim in g  o f a u d itin g  procedures, SEC 
Rule 17a-5 also states, in  pa rt:
T h e  e x te n t  a n d  t im in g  o f  a u d i t  p ro c e d u re s  a re  m a t te r s  fo r  th e  in d e p e n d e n t  
p u b l ic  a c c o u n ta n t  to  d e te rm in e  o n  th e  b a s is  o f  h is  (o r  h e r )  r e v ie w  a n d  e v a lu a t io n  
o f  e x is t in g  in t e r n a l  c o n tro ls  a n d  o th e r  a u d i t  p ro c e d u re s  p e r fo rm e d  in  a c c o rd ­
an ce  w i t h  g e n e ra lly  a c c e p te d  a u d i t in g  s ta n d a rd s  a n d  th e  a u d i t  o b je c tiv e s  s e t 
f o r t h  in  p a ra g r a p h  (g ) a b o ve . I n  d e te r m in in g  th e  e x te n t  o f  te s t in g ,  c o n s id e ra t io n  
s h a ll  be  g iv e n  to  th e  m a t e r ia l i t y  o f  a n  a re a  a n d  th e  p o s s ib le  e ffe c t o n  th e  
f in a n c ia l  s ta te m e n ts  a n d  s c h e d u le s  o f  a  m a te r ia l  m is s ta te m e n t  i n  a  r e la te d  
a c c o u n t. T h e  p e r fo rm a n c e  o f  a u d i t in g  p ro c e d u re s  in v o lv e s  th e  p ro p e r  s y n c h ro ­
n iz a t io n  o f  t h e i r  a p p l ic a t io n  a n d  th u s  c o m p re h e n d s  th e  n e e d  to  c o n s id e r  
s im u lta n e o u s  p e r fo rm a n c e  o f  p ro c e d u re s  in  c e r ta in  a re a s  s u c h  as, f o r  e x a m p le ,  
s e c u r it ie s  c o u n ts , t r a n s fe r  v e r i f ic a t io n  a n d  c u s to m e r  a n d  b r o k e r  c o n f ir m a t io n  
i n  c o n n e c t io n  w i t h  v e r i f ic a t io n  o f  s e c u r it ie s  p o s it io n s .
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5.92 C erta in  a u d itin g  procedures (inc lud ing  security  counts and re la ted  
confirm ations) m ay be perform ed a t a date o ther th a n  the date o f the fin an c ia l 
statem ents. “Substantive Tests P rio r to the Balance Sheet D ate” in  SAS No. 
45, O m n ib u s  S ta te m e n t on  A u d i t in g  S ta n d a rd s — 1 9 8 3  (A IC PA, P ro fe s s io n a l 
S ta n d a rd s ,  vol. 1, A U  secs. 313 and 334), provides guidance on factors to be 
considered before app ly ing  substantive tests to deta ils  o f asset and l ia b il ity  
accounts a t a date p rio r to the date o f the financ ia l statem ents. In  de te rm in ing  
the exten t o f procedures to be perform ed, the a ud ito r should consider the 
m a te r ia lity  o f an area and the possible effect o f a m a te ria l m issta tem ent in  the 
fin an c ia l statem ents and re la ted  schedules.
5.93 In  add ition, the a u d it scope fo r rev iew  and tes ting  o f procedures 
re la tive  to ne t cap ita l, q u a rte rly  security  counts, and compliance w ith  Regula­
tio n  T and Rule 15c3-3 should be su ffic ien t to provide reasonable, b u t not 
absolute, assurance th a t any m a te ria l inadequacies ex is ting  a t the a u d it date 
w ould  be disclosed as prescribed in  Rule 17a-5.
5.94 The a ud ito r should p lan  the a ud it to obta in  reasonable assurance 
th a t p o ten tia l m isstatem ents, e ithe r in d iv id u a lly  or in  aggregate, have not 
caused the fin an c ia l statem ents to be m a te ria lly  m isstated. In  developing the 
a u d it p lan, the a ud ito r should consider (a) w he ther m anagem ent has estab­
lished controls th a t m ig h t be re lied  on and (b ) the na tu re  and exten t o f the 
substantive tes ting  needed, based on the assessment o f r is k  and the decision 
w he ther to  re ly  on in te rn a l control.
Effect of Information Technology on Internal Control*
5.95 The a ud ito r should consider the m ethods the broker-dealer uses to 
process accounting in fo rm a tion  because the methods th a t are used, together 
w ith  the com plexity o f the processing system, m ay influence the nature , 
tim in g , and exten t o f the a u d it procedures to be perform ed. The use o f com put­
ers is often an im p o rta n t e lem ent o f a b roker-dealer’s processing and contro l 
environm ent, regardless o f the size o f the business. The large volum e o f 
transactions and the need to m a in ta in  accountab ility  fo r security  positions 
(both ownership and location) have caused m ost broker-dealers to autom ate 
th e ir  recordkeeping systems.
5.96 SAS No. 55, as amended by SAS No. 78 and SAS No. 94, states th a t 
in  ob ta in ing  an understand ing  o f in te rn a l contro l su ffic ien t to p lan  the aud it, 
the a ud ito r considers how an e n tity ’s use o f in fo rm a tion  technology (IT ) and 
m anua l procedures m ay affect controls re levan t to the aud it. IT  encompasses 
autom ated means o f o rig ina ting , processing, s toring, and com m unicating in fo r­
m ation, and includes record ing devices, com m unication systems, com puter 
systems, and o ther electronic devices. The a ud ito r is p r im a r ily  in terested  in  the 
e n tity ’s use o f IT  to in it ia te , record, process, and rep o rt transactions or o ther 
fin an c ia l data. A n  e n tity ’s use o f IT  m ay affect any o f the five  components o f 
in te rn a l contro l re levan t to the achievem ent o f the e n tity ’s fin an c ia l reporting , 
operations, or compliance objectives, and its  opera ting  u n its  or business func­
tions. The use o f IT  also affects the fundam enta l m anner in  w h ich  transactions 
are in itia te d , recorded, processed, and reported.
5.97 IT  provides po ten tia l benefits o f effectiveness and efficiency fo r an 
e n tity ’s in te rn a l control, and also poses specific r isks  to an e n tity ’s in te rn a l 
control. The exten t and natu re  o f the specific r isks  to in te rn a l contro l va ry  
depending on the na tu re  and characteristics o f the e n tity ’s in fo rm a tion  system.
* See footnote | |  to  the  “ In te rn a l C o n tro l” section s ta r t in g  in  pa ragraph  5.60.
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5.98 The aud ito r, when assessing contro l r is k  in  te rm s o f fin an c ia l sta te­
m ent assertions, should consider, among o ther th ings, the  na tu re  and complex­
i ty  o f the systems, inc lu d ing  the use o f IT , by w h ich  the  e n tity  processes and 
controls in fo rm a tion  supporting  the assertion. In  circum stances where a sig­
n ific a n t am ount o f in fo rm a tion  supporting  one or more fin an c ia l sta tem ent 
assertions is e lectron ica lly  in itia te d , recorded, processed, or reported, the 
a ud ito r m ay determ ine th a t i t  is no t possible to design effective substantive 
tests th a t by themselves w ou ld  provide su ffic ien t evidence th a t the assertions 
are no t m a te ria lly  m isstated. For such assertions, s ign ifican t a u d it evidence 
m ay be availab le  on ly in  electronic form . In  such cases, its  competence and 
suffic iency as ev iden tia l m a tte r usua lly  depend on the  effectiveness o f controls 
over its  accuracy and completeness. F urtherm ore , the po ten tia l fo r im proper 
in it ia t io n  or a lte ra tio n  o f in fo rm a tion  to occur and not be detected m ay be 
g reater i f  in fo rm a tion  is in itia te d , recorded, processed, or reported on ly in  
electronic fo rm  and appropria te  controls are no t opera ting  effectively. In  such 
circumstances, the a ud ito r should perfo rm  tests o f controls to gather ev iden tia l 
m a tte r to  use in  assessing contro l risk .
5.99 The a ud ito r should consider w he ther specialized sk ills  are needed 
fo r the a ud ito r to determ ine the effect o f IT  on the aud it, to  understand the IT  
controls, or to design and perform  tests o f IT  controls or substantive tests. A  
professional possessing IT  sk ills  m ay be e ithe r on the a ud ito r’s s ta ff or an 
outside professional. The a ud ito r should also consider w he ther specialized 
sk ills  are needed to design or perform  tests o f autom ated controls.
5.100 Guidance fo r a u d itin g  records in  w h ich  IT  is s ign ifican t m ay be 
found in  the A IC P A  A u d it Guide C o n s id e ra t io n  o f  I n te r n a l  C o n tro l in  a  
F in a n c ia l  S ta te m e n t A u d it .
Consideration of Controls at IT Service Centers††
5.101 A  broker-dealer m ay use outside service organizations (sometimes 
re ferred  to as service centers) to  perform  services th a t are p a rt o f the broker- 
dealer’s in fo rm a tion  system. A  service organ iza tion ’s services are p a rt o f an 
e n tity ’s in fo rm a tion  system i f  they affect any o f the fo llow ing—
•  The classes o f transactions in  the e n tity ’s operations th a t are s ig n ifi­
cant to the e n tity ’s fin an c ia l statem ents
•  The procedures, both  autom ated and m anual, by w h ich  the e n tity ’s 
transactions are in itia te d , recorded, processed, and reported from  
th e ir  occurrence to  th e ir  inc lus ion  in  the fin an c ia l statem ents
•  The re la ted  accounting records, w he ther electronic or m anua l, sup­
p o rting  in fo rm a tion , and specific accounts in  the e n tity ’s fin an c ia l 
statem ents invo lved in  in it ia tin g , recording, processing and repo rting  
the e n tity ’s transactions
•  H ow  the e n tity ’s in fo rm a tion  system captures o ther events and condi­
tions th a t are s ign ifican t to  the fin an c ia l statem ents
•  The fin an c ia l rep o rting  process used to prepare the e n tity ’s fin an c ia l 
statements, includ ing  sign ificant accounting estimates and disclosures
The use o f a service o rgan ization  m ay im prove in te rn a l contro l because o f the 
separation o f responsib ilities inh e re n t in  the th ird -p a rty  sta tus o f the  service 
organization. Accordingly, transactions th a t affect its  fin an c ia l statem ents flow  
th rough  accounting systems th a t are— at least in  p a rt— phys ica lly  and opera­
tio n a lly  separate from  the broker-dealer.
†See foo tnote | |  to  the  “ In te rn a l C on tro l” section s ta r t in g  in  pa ragraph  5.60.
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5.102 SAS No. 55, as amended by SAS No. 78, and SAS No. 94, states th a t 
the a ud ito r should obta in  an unders tand ing  o f an e n tity ’s in te rn a l control, 
su ffic ien t to p lan  the aud it. Th is  unders tand ing  m ay encompass controls 
placed in  operation by the broker-dealer and by service organizations whose 
services are p a rt o f the broker-dealer’s in fo rm a tion  system.
5.103 SAS No. 70, S e rv ice  O rg a n iz a t io n s ,  as amended by SAS No. 88 
(A IC PA , P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 324), explains the considera­
tions an a ud ito r should m ake in  ob ta in ing  an unders tand ing  o f in te rn a l contro l 
and assessing contro l r is k  fo r en titie s  th a t use a service o rgan ization  to process 
transactions. See paragraphs 5.96 th rough  5.99 fo r a discussion o f the a u d ito r’s 
consideration o f an e n tity ’s use o f IT .
5.104 The a ud ito r should id e n tify  s ign ifican t classes o f transactions th a t 
are processed by the service center and understand the flow  o f transactions 
th rough  the en tire  accounting system, inc lu d ing  the portion  m a in ta ined  by the 
service center. The facts and circumstances o f each case should determ ine the 
add itiona l w o rk  th a t needs to be done by the a ud ito r w ith  regard to controls a t 
the service center. If ,  fo r example, a fte r exam in ing  the ou tp u t o f the service 
center, the a ud ito r is satisfied th a t the broker-dealer can check the da ily  
ou tp u t th roughou t the year, he or she m ay not need to consider the service 
center’s processing controls any fu rth e r. However, the a ud ito r should inq u ire  
about problems p e rta in ing  to system co n tin u ity  or data  file  security  th a t are 
due to  inadequate equipm ent or program  backup or to poor contro l a t the 
service center.
5.105 In fo rm a tio n  about the na tu re  o f the services provided by the service 
o rgan ization  th a t are p a rt o f the broker-dealer’s in fo rm a tion  system and the 
service organ iza tion ’s controls over those services m ay be availab le  from  
sources such as user m anuals, system overviews, technical m anuals, the 
contract between the broker-dealer and the service organ ization, and reports 
by service aud itors, in te rn a l aud itors, or regu la to ry  a u tho rities  on the service 
organ iza tion ’s controls. I f  the services and the service organ iza tion ’s controls 
over those services are h ig h ly  standardized, in fo rm a tion  obta ined th rough  the 
broker-dealer a ud ito r’s p rio r experience w ith  the service o rgan ization  m ay be 
he lp fu l in  p lann ing  the aud it.
5.106 A fte r considering the available inform ation, the aud itor o f the broker- 
dealer m ay conclude th a t he or she has the means to obta in  a su ffic ien t 
understand ing  o f in te rn a l contro l to p lan  the aud it. I f  the a ud ito r o f the 
broker-dealer concludes th a t in fo rm a tion  is not availab le  to ob ta in  a su ffic ien t 
unders tand ing  to p lan  the aud it, he or she m ay consider contacting  the service 
organ ization, th rough  the broker-dealer, to obta in  specific in fo rm a tion  or 
request th a t a service a ud ito r be engaged to perform  procedures th a t w ill  
supply the necessary in fo rm a tion , or the a ud ito r o f the broker-dealer m ay v is it 
the service o rgan ization  and perform  such procedures. I f  the a ud ito r o f the 
broker-dealer is unable to obta in  su ffic ien t evidence to achieve h is  or her a ud it 
objectives, the a ud ito r o f the broker-dealer should q ua lify  h is or he r op in ion or 
d iscla im  an opin ion  on the fin an c ia l statem ents because o f a scope lim ita tio n .
5.107 In  considering w he ther the service a u d ito r ’s repo rt is sa tisfactory 
fo r h is  or her purposes, the b roker-dealer’s a ud ito r should m ake inqu iries  
concerning the service a ud ito r’s professional repu ta tion . See SAS No. 70 fo r 
fu rth e r  guidance.
5.108 I f  the a ud ito r believes th a t the service a u d ito r’s repo rt m ay not be 
su ffic ien t to  m eet h is  or her objectives, the a ud ito r m ay supplem ent h is o r her 
understanding o f the service aud itor’s procedures and conclusions by d iscussing
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w ith  the service a u d ito r the scope and resu lts  o f the service a u d ito r ’s w ork. In  
add ition , i f  the a ud ito r believes i t  is necessary, he or she m ay contact the 
service organization, th rough  the broker-dealer, to request th a t the service 
a ud ito r perform  agreed-upon procedures a t the service organ ization, or the 
a ud ito r m ay perform  such procedures.
5.109 The A IC P A  A u d it Guide S e rv ice  O rg a n iz a t io n s :  A p p ly in g  S A S  N o . 
70, as A m e n d e d , provides guidance to service aud ito rs engaged to  issue reports 
on a service o rgan iza tion ’s controls th a t m ay be p a rt o f a user o rgan iza tion ’s 
in fo rm a tion  system in  the context o f an a u d it o f fin an c ia l statem ents, and to 
user aud itors engaged to a u d it the fin an c ia l statem ents o f en tities  th a t use 
service organizations.
Tests of Controls‡‡
5.110 R egula tory requirem ents have a m ajor effect on the a u d it o f a 
b roker-dealer because the  a ud ito r is requ ired  to issue a report on the adequacy 
o f the broker-dealer’s in te rn a l contro l and on its  compliance w ith  specific rules 
addressing fin an c ia l respons ib ility  and recordkeeping. According ly, some tests 
o f controls are n o rm a lly  perform ed even i f  the a ud ito r does not re ly  on in te rn a l 
contro l fo r purposes o f rende ring  an op in ion on the fin an c ia l statem ents.
Omnibus and Fully Disclosed Accounts 
Om nibus Accounts
5.111 C a r r y in g  B ro k e r .  A  b roker-dealer m ay perform  clearing  functions 
fo r o ther brokers (the in it ia t in g  or in tro du c ing  brokers). Such transactions are 
recorded in  accounts designated as om nibus or fu lly  disclosed accounts. The 
aud itor should confirm  m ateria l balances in  omnibus accounts. The broker-dealer 
should explain any differences th a t exist between the books and confirm ation 
responses, and reconciling item s should be traced to supporting documentation. 
The auditor should test the clearing broker’s segregation, transfer, and cashiering 
operations and controls perta in ing  to transactions o f the in itia tin g  broker, to 
determ ine th a t the instructions o f the in itia tin g  broker were carried out on a 
tim e ly  basis, in  compliance w ith  th e ir agreement, and in  accordance w ith  the 
prescribed ru les and regula tions o f applicable regu la to ry  agencies. In  add ition, 
the a ud ito r m ay w an t to  trace selected trades in  the omnibus accounts to 
und e rly in g  docum entation fu rn ished  by the in it ia t in g  b roker and test th a t the 
c learing  fee is in  confo rm ity  w ith  the applicable agreement.
5.112 In t r o d u c in g  B ro k e r .  The balance in  the om nibus account should be 
confirm ed w ith  the c learing  broker. The a ud ito r should trace any difference 
between the  con firm a tion  response and the c lien t’s records to unde rly ing  
docum entation. In  add ition , the a ud ito r should consider tes ting  the com puta­
tio n  o f the c learing  fee fo r compliance w ith  the re la ted  agreement and should 
consider the in tro du c ing  broker-dealer’s obligations pu rsuan t to the clearing 
agreem ent as to guarantee ing  the defic its o f its  in troduced customers.
Fully Disclosed Accounts
5.113 C a r r y in g  B ro k e r .  Because the accounts o f the in troduc ing  b roker’s 
customers are m a in ta ined  on the books o f the ca rry ing  broker, as i f  they were 
customers o f the ca rry ing  broker, the a u d itin g  procedures fo r those accounts 
are the same as those perform ed on o the r custom ers’ accounts. In  add ition , the 
a ud ito r should consider tes ting  the fees earned fo r ca rry ing  the o ther b roke r’s 
accounts.
‡ See footnote | |  to  the  “ In te rn a l C o n tro l” section s ta r t in g  in  pa rag raph  5.60.
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5.114 I n t r o d u c in g  B ro k e r .  The a ud ito r should determ ine th a t the in tro ­
ducing b roker is cred ited w ith  the agreed-on fee fo r trades generated by its  
customers. There should be tests o f the in tro du c ing  b roker’s system to ve rify  
th a t a ll trades were executed in  accordance w ith  its  in s truc tions  and th a t fees 
comply w ith  the applicable agreement. Such tests w ould  o rd in a rily  include 
com paring d a ily  tra d in g  a c tiv ity  sum m aries prepared by the ca rry ing  b roker 
w ith  m em orandum s o f the in tro du c ing  broker. In  add ition , the a ud ito r should 
consider tes ting  the com puta tion  o f the c learing  fee fo r compliance w ith  the 
re la ted  agreement and should consider the in tro du c ing  broker-dealer’s obliga­
tions pu rsuan t to the clearing  agreement as to guarantee ing  the defic its o f its  
in troduced customers.
5.115 W hen a u d itin g  the om nibus account o f an in it ia t in g  b roker o r the 
fu lly  disclosed accounts o f an in tro du c ing  broker, the a ud ito r should consider 
the re la tionsh ip  w ith  and fin an c ia l v ia b ility  o f the c learing  or ca rry ing  broker, 
respective ly, and should consider ob ta in ing  from  m anagem ent the repo rt on 
in te rn a l contro l filed  by the c learing  or ca rry ing  broker w ith  the SEC. The 
a ud ito r should also consider w hether, under the guidelines o f SAS No. 70, i t  
w ou ld  be best to request a service a u d ito r’s report from  the c learing  or ca rry ing  
broker.
Substantive Audit Procedures
5.116 C erta in  a u d itin g  procedures unique to an a u d it o f a broker-dealer 
are discussed in  the fo llow ing  paragraphs. In  add ition , the chart beg inn ing  a t 
the end o f th is  chapter provides illu s tra tio n s  o f a u d it assertions, a u d it objec­
tives, and substantive tests.
Securities Record
5.117 The specific a u d it objective re la ted  to the securities record is to 
determ ine th a t positions are in  balance (m eaning th a t to ta l long positions 
equal to ta l short positions). V e rify in g  th a t a balanced securities record exists 
is s im ila r to  ve rify in g  th a t the t r ia l  balance balances. I t  provides evidence o f 
completeness and acts as a reference tool fo r a u d it procedures applied to 
accounts w ith  securities positions and as add itiona l assurance th a t general 
ledger account balances are accurate.
5.118 The a ud ito r genera lly tests the securities record to  ensure th a t 
positions are in  balance and to tes t the ba lancing o f selected item s. A u d it 
evidence fo r stock record positions m ay be obta ined by physical inspection, 
th rough  confirm ation , or by a com bination o f both.
Securities in Physical Possession
5.119 The a ud ito r w ould  n o rm a lly  account fo r securities in  physical pos­
session by counting  them  or by observing and tes ting  the b roker-dealer’s 
procedures fo r physical inspection as p a rt o f the q u a rte rly  security  count 
requ irem ents o f SEC Rule 17a-13.
5.120 I f  the a ud ito r observes the broker-dealer’s security  count, he or she 
should—
•  Consider w he ther procedures employed re su lt in  a complete and 
accurate count.
•  Review the procedures used and the execution o f those procedures.
•  Perform  test counts, to the exten t necessary, and fo llow -up procedures 
to clear exceptions.
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5.121 I f  the securities on hand are tested a t in te r im  dates, the a ud ito r 
m ay w an t to be invo lved in  the q ua rte rly  count made on the date closest to the 
date o f the fin an c ia l statem ents. This invo lvem ent could be lim ite d  to discus­
sions w ith  the broker-dealer and to a review  o f the procedures to be followed 
d u rin g  the count to determ ine w he ther they are consistent w ith  those th a t the 
a ud ito r has p reviously  reviewed, tested, and determ ined to be reasonable.
5.122 Depending on the significance o f the security  count (considering the 
volume o f securities on hand or the invo lvem ent o f in te rn a l aud itors), the 
a ud ito r m ay w an t to be present du rin g  portions o f the count to be satisfied th a t 
those procedures are being fo llowed and th a t there has been no change from  
the procedures tested. The a ud ito r should be fa m ilia r  w ith  the  guidance 
provided by SAS No. 65 and SAS No. 45.
5.123 The a ud ito r should inq u ire  about the resu lts  o f the security  count 
and determ ine w he ther there  are any m a te ria l unresolved differences. I f  there 
are such differences, the a u d ito r should be satisfied, to the exten t he or she 
considers necessary, concerning the reason, na tu re , and u ltim a te  d isposition o f 
the differences and th e ir  effect on the fin an c ia l statem ents and o ther regu la ­
to ry  repo rting  requirem ents.
Securities in for Transfer, Exchange, or Redemption
5.124 A  broker-dealer, p a rtic u la rly  one th a t engages in  a substan tia l 
volume o f transactions, m ay have a separate tran s fe r departm ent or d iv is ion  
to handle securities held  fo r transfe r.
5.125 Securities out fo r tran s fe r m ay be audited, to the exten t the a ud ito r 
deems necessary, by d irec t correspondence w ith  the tran s fe r agents or the 
corporate issuers or by physical inspection o f the  securities when they are 
re tu rned  to the broker-dealer. In  de te rm in ing  the procedures to be applied, the 
a ud ito r should consider the exten t to w h ich  transfe rs are being processed 
th rough  a depository or, i f  they are being processed by a tran s fe r agent, the 
length  o f tim e  th a t such item s have been in  transfe r. A n  a u d it o f the securities 
w hen they are re tu rned  im p lies  th a t i t  is reasonable to assume th a t such 
re tu rns  suggest th a t the securities were held by the tra n s fe r agent on the date 
being tested.
Securities Serviced at Depositories
5.126 The aud itor should consider confirm ing d irectly  w ith  depositories and 
clearing organizations security positions serviced on behalf o f the broker-dealer as 
o f the date o f the security count. The broker-dealer should prepare a reconciliation 
o f positions serviced by these organizations, w hich the aud itor should test by 
comparing i t  to the statement received d irectly  from  the organizations.
5.127 For the continuous net se ttlem ent accounts, there is a d irec t re la ­
tionsh ip  between the net m a rke t value o f the securities to be se ttled  and the 
money to be settled. Th is re la tionsh ip  should be reviewed, and any differences 
should be explained. Because most o f the securities serviced by broker-dealers 
w ill  be located a t depositories, the a ud ito r needs to consider in te rn a l contro l in  
effect a t such organizations. The a ud ito r m ay do so by ob ta in ing  the m ost 
recent report issued by th a t o rgan iza tion ’s independent aud itors on the organ i­
za tion ’s in te rn a l contro l (see SAS No. 70, as amended).
Securities Failed to Receive and Failed to Deliver, Securities 
Borrowed and Loaned, Securities Held Under Repos and 
Reverse Repos, and Securities Held as Collateral for Bank Loans
5.128 The a ud ito r w ou ld  n o rm a lly  test the positions o f securities fa iled  to 
receive, fa iled to  deliver, borrowed and loaned, held under repurchase and reverse
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repurchase agreements, and held  as bank loan co lla te ra l th rough  con firm a tion  
w ith  the o ther p a rty  to the transaction . The exten t o f the con firm a tion  proce­
dures should be based on the fo llow ing:
•  The a u d ito r’s judgm en t concerning in te rn a l contro l
•  The size o f the accounts
•  The re la tionsh ip  o f money balance to security  value
•  The types o f errors or fraud  th a t have occurred
Securities Held by Branch Office
5.129 The a ud ito r should inq u ire  about securities held by branch offices 
and, i f  they are m a te ria l, should consider w he ther he or she should inspect 
them  in  coord ination  w ith  the inspection a t the m ain  office. O therw ise, the 
a ud ito r should determ ine w he ther a rev iew  o f the b roker-dealer’s procedures 
fo r contro lling and accounting for securities a t branch offices would be sufficient.
Securities Position Differences
5.130 A ll  differences disclosed th rough  the comparison o f counts and 
confirm ations w ith  the records o f the  broker-dealer should be resolved by the 
broker-dealer, and adjustm ents should be reviewed by the a u d ito r to the exten t 
considered necessary.
Customers' Accounts (Including Partners, Officers, Directors, 
Employees, and Shareholders)
5.131 The a ud ito r should n o rm a lly  confirm  account positions and b a l­
ances. Sam pling techniques m ay be su itab le  i f  there  are m any accounts. In  
selecting custom ers’ accounts fo r confirm ation , the a u d ito r needs to  consider 
the value o f the security  positions in  such accounts, as w e ll as the ledger 
(money) balances; the a ud ito r should also consider con firm ing  some accounts 
w ith  zero balances. SAS No. 67, T he  C o n f irm a t io n  P rocess  (A IC PA , P ro fe s ­
s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 330), provides guidance to  the a ud ito r on 
using  confirm ations.
5.132 The broker-dealer m igh t, fo r its  own purposes, request th a t the 
a ud ito r extend the con firm a tion  o f custom ers’ accounts beyond those necessary 
fo r purposes o f the aud it. In  those cases, the a ud ito r should consider the 
im p lica tions on h is  or he r a u d itin g  procedures o f m isstatem ents discovered in  
perfo rm ing  the  add itio na l confirm ations a t the request o f the c lien t.
5.133 The a ud ito r should also rev iew  custom ers’ accounts fo r evidence o f 
underm argined, p a r tly  secured, o r unsecured conditions th a t m ay affect the 
net capita l computation under SEC Rule 15c3-1 and the reserve and possession- 
o r-contro l requ irem ents o f Rule 15c3-3, as w e ll as the co lle c tib ility  o f accounts. 
In  pe rfo rm ing  such a review , i t  m ay be h e lp fu l to obta in  an equ ity  run , w hich  
is a repo rt th a t ind icates, fo r each custom er’s account, the ledger balance and 
the m a rke t values o f a ll securities positions in  the account. In  perfo rm ing  a ud it 
procedures in  the custom er area, the  a ud ito r should review  the broker-dealer’s 
practices and procedures th a t are established to comply w ith  R egula tion T and 
SEC Rules 15c3-1 and 15c3-3.
Trading and Investment Accounts
5.134 The a u d ito r should ascerta in  th a t the tra d in g  departm ent position 
records are in  agreement w ith  or have been reconciled to the  stock record and 
th a t accruals fo r p ro fit or loss on the broker-dealer’s inven to ry  positions re la ted  
to unse ttled  trades are made. F o r fu r th e r  de ta ils , see C hap te r 7, “A ccoun ting
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Standards,” the section e n title d  “Trade-Date Versus Settlem ent-D ate  Account­
ing.” In  addition, the aud itor should test, i f  m ateria l, the values o f such securities 
and a ll p ric ing  sources should be ind icated  in  the a u d it docum entation. Q uota­
tions fo r exempted securities and securities not ac tive ly  traded m ay be ob­
ta ined from  the trad ing  departm ent o f the broker-dealer being examined; however, 
the aud itor should test m ateria l items independently w ith  other broker-dealers 
th a t have knowledge o f the particu la r security or w ith  other appropriate sources. 
The sources o f the m arket price quotations used should be documented.
5.135 For securities w ith  no ready m arket, the a ud ito r does not function  
as an appra iser and is no t expected to subs titu te  h is o r her judgm en t fo r th a t 
o f the  m anagem ent o f the  broker-dealer in  de te rm in ing  value; ra th e r, the 
a ud ito r should review  the in fo rm a tion  re lied  on by m anagem ent and determ ine 
w he ther the procedures fo llow ed are reasonable in  the circumstances. I f  m an­
agement or its  p ric ing  service uses a form ula-based p ric ing  or a s im ila r 
m ethod, the a ud ito r’s unders tand ing  o f the procedures should be su ffic ien t to 
sa tis fy  h im  or her th a t the procedures produce a reasonable de te rm ina tion  o f 
value.
5.136 The a u d ito r should perform  those test ca lcu lations th a t he or she 
deems necessary in  the circumstances. As p a rtia l subs tan tia tion  fo r the va lu ­
a tion  o f such securities, the a ud ito r m ay also w ish  to  rev iew  purchases or sales 
made sho rtly  before and a fte r the  va lu a tio n  date being tested. The a ud ito r m ay 
also request a va lu a tio n  from  o ther broker-dealers or from  independent p ric ing  
services.
5.137 M anagem ent’s va lua tion  procedures o f securities th a t are no t read­
i ly  m arketab le  are designed to approxim ate the fa ir  value. Those procedures 
are genera lly  a good-fa ith  estim ate by managem ent. I f  the a ud ito r concludes 
th a t the procedures used to estim ate value are reasonable and the documenta­
tio n  is appropria te , the op in ion need not be m odified. However, should the 
a ud ito r conclude otherw ise, the opin ion should be m odified. See A ppendix B, 
“GAAP D epartu re— U nsupportab le  V a lua tion ,” fo r an illu s tra tiv e  opinion.
5.138 SAS No. 101 provides guidance on a u d itin g  fa ir  va lue measure­
m ents and disclosures contained in  fin an c ia l statem ents. U nder SAS No. 101, 
the a u d ito r ’s substantive tests o f fa ir  value m easurem ents invo lve (a) tes ting  
m anagem ent’s s ign ifican t assum ptions, the va lua tion  model, and the und e rly ­
ing  data, (b ) developing independent fa ir  value estim ates fo r corroborative 
purposes, or (c) exam in ing  subsequent events and transactions th a t confirm  or 
d isconfirm  the estim ate. SAS No. 92, among o ther m atte rs , provides guidance 
to aud itors in  p lann ing  and perfo rm ing  a u d itin g  procedures fo r assertions 
about investm ents in  securities th a t are made in  an e n tity ’s fin an c ia l sta te­
ments. A  companion A u d it Guide A u d i t in g  D e r iv a t iv e  In s t ru m e n ts ,  H e d g in g  
A c t iv it ie s ,  a n d  In v e s tm e n ts  in  S e c u r it ie s , provides p ractica l guidance fo r im p le ­
m en ting  SAS No. 92.
Good-Faith Deposits
5.139 N orm a lly , good-fa ith  deposits accompany b ids to purchase new 
issues o f securities. The deposit and the re la ted  com m itm ent can n o rm a lly  be 
confirm ed a t the same tim e. The b roker-dealer m ay be acting  as the m anager 
o f a group m ak ing  a b id  fo r a new issue o f securities; in  such cases, the o ther 
p a rtic ip a tin g  members usua lly  deposit p roportionate  am ounts o f the requ ired  
deposit w ith  the m anaging dealer. The a ud ito r m ay request th a t the  p a rtic i­
pants confirm  in  w r it in g  the am ount o f th e ir  deposits.
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Subordinated Accounts and Borrowings
5.140 The a ud ito r should obta in  satis faction  concerning cash subord ina­
tio n  or secured demand note agreements and determ ine w he ther they have 
been approved by the appropria te  regu la to ry  bodies. T ha t m ay be done th rough  
d irect confirm ation . The a ud ito r should also determ ine, th rough  confirm ation , 
the exp ira tion  dates o f the agreements, the am ounts subordinated, any co lla t­
era l, any lim its  in  re la tio n  to  those am ounts, and the natu re  o f the  l ia b il ity  to 
the subord ina ting  party . In  add ition , the a ud ito r should determ ine w he ther 
the broker-dealer is in  compliance w ith  any re s tric tive  covenants contained in  
the subord ina tion  agreement. Th is  in fo rm a tion  is needed to determ ine the 
proper ca rry ing  value o f the  accounts and the appropria te  tre a tm e n t under net 
cap ita l rules.
Dividends Receivable or Payable
5.141 D ividends receivable in  cash or securities should be analyzed and 
reviewed for age and co llectib ility , and those th a t are m ate ria l in  am ount m ay be 
confirm ed, as deemed necessary. The a ud ito r should review  the procedures fo r 
recording d ividends receivable and payable to determ ine the exten t o f m a te ria l 
unrecorded amounts.
Unclaimed Dividends, Coupons, and Securities
5.142 The a ud ito r should review  the procedures fo llow ed by the broker- 
dealer fo r record ing m a te ria l transactions in  accounts fo r unclaim ed dividends, 
coupons, and securities. D eta iled  accounts m a in ta ined  fo r unclaim ed item s 
should be compared w ith  contro l accounts. Charges aga inst uncla im ed item s 
can be exam ined on a selected basis and compared w ith  claim s or correspon­
dence, p a rtic u la rly  charges against o lder item s. The a ud ito r should review  the 
b roker-dealer’s procedures fo r de te rm in ing  its  compliance w ith  state laws. 
M a rke t action a ffecting  und e rly in g  item s m ay give rise to contingent lia b ilit ie s  
and net cap ita l charges, and such a c tiv ity  should be reviewed.
Exchange Memberships
5.143 The ownership o f exchange m em berships can be confirm ed th rough  
d irect correspondence w ith  the exchange. I t  is no t unusua l fo r a b roker-dealer 
to  have more th an  one m em bership on a p a rtic u la r exchange. The p ro p rie ty  o f 
considering exchange m em berships as assets o f the broker-dealer should be 
ascertained by re fe rrin g  to  partne rsh ip  agreements or o ther documents o f the 
broker-dealer. The a ud ito r should also be satisfied concerning the p ro p rie ty  o f 
the ca rry ing  value o f the m em berships and w hether the ca rry ing  value has 
been im paired .
Open Contractual Commitments
5.144 The a ud ito r m ay w ish  to confirm  contractua l com m itm ents (other 
th an  endorsed puts and calls, the holders o f w h ich  are unknow n) on a test 
basis. In  m any cases, the com m itm ents o f customers w ill  appear in  th e ir  
accounts and w ill  be confirm ed when those accounts are confirm ed. In  o ther 
cases, in fo rm a tion  concerning purchases and sales o f securities on a when- 
issued or w hen-d is tribu ted  basis m ay not appear in  the custom ers’ accounts or 
in  the stock record, b u t m ay be m a in ta ined  instead in  a subsid ia ry record (such 
as ticke ts  in  an open contract file ). In  such cases, the open contracts m ay be 
confirm ed in  the same m anner as are o ther accounts.
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5.145 Sometimes, i f  a se ttlem ent date (subsequent to the date o f the 
fin an c ia l statem ents) has been fixed fo r an open contract transaction , the 
broker-dealer w ill  clear the open contract file  and ente r the transactions on the 
se ttlem ent b lo tte r fo r the day o f settlem ent. Such transactions are not reg u la r­
w ay transactions and m ay be confirm ed separately.
5.146 Another type o f contract involves the broker-dealer’s in terest in  jo in t 
accounts in  issued or to-be-issued securities carried by other broker-dealers.4 In  
m any cases, the in terest in  those security positions contained w ith in  the accounts 
is not recorded in  the general ledger o f the noncarry ing  m em ber o f the jo in t 
account. In  such cases, an ad justm ent is usua lly  recorded in  the t r ia l  balance 
to re flect such accounts in  the fin an c ia l statem ents. D eta ils  o f the jo in t  ac­
counts m ay be confirm ed in  w r it in g  w ith  the ca rry ing  broker-dealers to the 
exten t the  a ud ito r considers necessary.
Private Placements
5.147 The a u d it o f p riva te  placem ent transactions m ay include a review  
w ith  m anagem ent o f agreements between the broker-dealer and en tities  fo r 
w h ich  debt or equ ity  securities have been placed. The a ud ito r should review  
the sta tus o f the in d iv id u a l contracts to determ ine any ex is ting  broker-dealer 
ob ligations th a t m ay requ ire  disclosure in  the fin an c ia l statem ents. In  add i­
tion , the a ud ito r should consider con firm ing  outstand ing  contractua l agree­
m ents o ffse tting  custom ers’ com m itm ents to purchase such securities.
Mutual Funds
5.148 Procedures fo r tes ting  m u tu a l fund  transactions w ill  d iffe r depend­
ing  on the am ount o f a c tiv ity  and the m ethod o f accounting fo r custom er 
purchases and redem ptions. Few a u d itin g  procedures are necessary in  cases in  
w hich  the b roker assists a custom er in  the purchase or redem ption  o f m u tu a l 
fund  shares in  the name o f the customer. However, i f  a broker-dealer, acting 
in  a custod ia l capacity fo r customers, m a in ta ins  an active account in  its  name 
w ith  one or more m u tu a l funds, ce rta in  procedures should be considered, 
in c lu d ing  con firm ing  the num ber o f shares held by the m u tu a l funds in  the 
name o f the broker-dealer and com paring those quan tities  to  safekeeping 
records o f the broker-dealer. The a ud ito r m ay consider tes ting  the accrual o f 
12b-1 fees, as w e ll as the methodology used in  de fe rring  and am ortiz ing  
deferred sales charges, by rev iew ing  the broker-dealer’s contro l over customer- 
owned m u tu a l fund  shares th a t i t  has sold. D epending on the m a te r ia lity  o f 
open purchases or redem ptions, those am ounts m ay also be confirm ed.
Municipal Refunding Bond Underwritings
5.149 The a u d ito r’s objectives in  exam in ing  m un ic ipa l re fund ing  bond 
u nd e rw riting s  should be s im ila r to  those fo r regu la r u nd e rw riting s  and open 
contractual commitments. However, the a u d ito r should also determ ine th a t the
4 C o n t r a c ts  f o r  t h e  p u rc h a s e  o r  s a le  o f  w h e n - is s u e d  s e c u r it ie s  o r  o t h e r  s e c u r it ie s  t h a t  d o  n o t  y e t  
e x is t ,  t h a t  a re  d e r iv a t iv e  in s t r u m e n t s ,  a s  d e f in e d  b y  F A S B  S ta te m e n t  N o . 1 3 3 , a n d  t h a t  d o  n o t  m e e t  
t h e  c r i t e r ia  f o r  e x c lu s io n  d is c u s s e d  in  p a r a g r a p h  5 9 (a )  o f  F A S B  S ta te m e n t  N o . 1 3 3 , a s  a m e n d e d  b y  
F A S B  S t a te m e n t  N o .  1 4 9 , a re  s u b je c t  t o  t h e  r e q u i r e m e n ts  o f  F A S B  S t a te m e n t  N o . 1 3 3 .
F A S B  S ta te m e n t  N o . 1 4 9 , a m o n g  o t h e r  m a t t e r s ,  a m e n d s  p a r a g r a p h  5 9 (a )  o f  F A S B  S ta te m e n t  N o .  
1 3 3  t o  in d ic a t e  t h a t  t h e  r e g u la r - w a y  s e c u r i t y  t r a d e s  e x c e p t io n  d is c u s s e d  in  p a r a g r a p h  1 0 (a )  m a y  b e  
a p p lie d  to  c e r ta in  s e c u r it ie s  r e fe r r e d  to  a s  w h e n - is s u e d  s e c u r it ie s  o r  o t h e r  s e c u r it ie s  t h a t  d o  n o t  y e t  
e x is t ,  e v e n  i f  t h e y  h a v e  n e t  s e t t le m e n t  p r o v is io n s  o r  a  m a r k e t  m e c h a n is m  e x is ts  t o  f a c i l i t a t e  n e t  
s e t t le m e n t  i f  i t  is  p ro b a b le  a t  in c e p t io n  a n d  t h r o u g h o u t  t h e  t e r m  o f  t h e  in d iv id u a l  c o n t r a c t  t h a t  t h e  
c o n t r a c t  w i l l  n o t  s e t t le  n e t  a n d  w i l l  r e s u l t  i n  p h y s ic a l  d e l iv e r y  o f  a  s e c u r i t y  w h e n  i t  is  is s u e d .  (S e e  th e  
“ D e r iv a t iv e s ”  s e c t io n  in  C h a p t e r  7  f o r  a  d is c u s s io n  o f  F A S B  S ta te m e n t  N o . 1 3 3 , a s  a m e n d e d .)
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broker-dealer has m et its  com m itm ent to the issuer to purchase U.S. govern­
m ent securities th a t are to be placed in  escrow. O ften, U.S. governm ent 
securities m ay not be availab le  in  the quan titie s  desired or a t the same price 
as an tic ipa ted  a t the tim e  the u n d e rw ritin g  agreem ent was executed. In  such 
cases, the broker-dealer m ay susta in  losses in  sa tis fy ing  its  ob liga tion  to  the 
issuer. These losses should be recorded in  the accounts.
Suspense Accounts
5.150 The purchase and sales and the operations suspense accounts should 
be analyzed a t the end o f the period, and these amounts should be charged to 
income or expense or reclassification as appropriate to accounts such as inventory, 
customer, receivable, or payable or to other accounts for financia l reporting 
purposes. The auditor should review the analysis for p ropriety o f aging and 
classification, and m igh t also test specific items by confirm ation w ith  th ird  parties, 
comparison w ith  underly ing  records, or other procedures.
Computation of Formula for Determination of Reserve 
Requirement, Possession or Control of Securities, and 
Net Capital
Reserve Requirement and Possession or Control of Securities
5.151 SEC Rule 15c3-3 requires every broker-dealer who carries cus­
tom er accounts to m a in ta in  a “Special Reserve B ank Account fo r the Exclusive 
Benefit o f Customers” w ith  a bank (at a ll tim es when deposits are required). That 
account should be separate from  any other bank account o f the broker-dealer and 
should contain deposits in  cash and qualified securities in  amounts computed in  
accordance w ith  the fo rm ula  attached in  E xh ib it A  o f SEC Rule 15c3-3.
5.152 Rule 15c3-3 provides a detailed fo rm ula  fo r determ ining the reserve 
bank account requirem ent and designates when such computations m ust be made. 
The ru le  also requires a broker-dealer to p rom ptly obtain physical possession or 
control o f a ll fu lly  paid securities and excess-margin securities carried fo r the 
accounts o f customers, and i t  requires the broker-dealer to act w ith in  a specified 
tim e period when possession or control has not been established.
5.153 The a ud ito r should rev iew  the  broker-dealer’s procedures and con­
tro ls  requ ired  by SEC Rule 15c3-3 and should perfo rm  those tests considered 
necessary to be satisfied th a t the procedures and controls (inc lud ing  the 
w ritte n  docum entation) provide reasonable assurance th a t the broker-dealer 
is in  compliance w ith  the ru le .
Net C ap ita l||||
5.154 SEC ru les requ ire  a ll reg istered broker-dealers to com ply a t a ll 
tim es w ith  the net cap ita l requ irem ents and to calculate ne t cap ita l on a 
periodic basis to dem onstrate compliance. N e t c a p ita l is the b roker-dealer’s net 
w orth , in c lu d ing  a llowable subord inated lia b ilit ie s  and o ther cred its adjusted 
fo r n o n liq u id  (nonallow able) assets, cap ita l charges fo r opera tiona l item s, and 
possible adverse flu c tua tions  in  the value o f inven to ry  (ha ircu ts). The purpose 
o f the ne t cap ita l com puta tion  is to  determ ine the broker-dealer’s net liq u id  
assets (m in im um  cap ita l base) in  the event o f adverse business conditions. Th is 
m in im u m  cap ita l base is designed to pro tect (a) customers, (b) creditors, and 
(c) o the r broker-dealers.
|||| See foo tnote *  to  th e  “ SEC R u le  15c3-1, ‘The U n ifo rm  N e t C a p ita l R u le ’”  section s ta r tin g  in
pa ragraph  3.37.
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5.155 The a ud ito r should review  the b roker-dealer’s procedures and con­
tro ls  covered by SEC Rule 15c3-1 and should perform  those tests considered 
necessary to be sa tisfied  th a t the procedures and controls, in c lu d ing  the 
w ritte n  docum entation, provide reasonable assurance th a t the broker-dealer is 
in  compliance w ith  the ru le . I f  appropria te , the a ud ito r should also consider the 
effect on the supplem ental schedules o f differences id e n tifie d  as a resu lt o f the 
a u d it o f the  basic fin an c ia l statem ents. See paragraphs 4.15 and 4.16.
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an
sf
er
 c
he
ck
s w
er
e 
dr
aw
n.
Co
nf
ir
m
 b
al
an
ce
s 
(in
cl
ud
in
g 
ac
co
un
ts
 w
ith
 z
er
o 
ba
la
nc
es
 a
nd
 c
ol
la
te
ra
l p
le
dg
ed
).
Co
nf
ir
m
 le
tt
er
-o
f-
cr
ed
it 
ag
re
em
en
ts
.
Te
st
 re
co
nc
ili
at
io
ns
 o
f b
an
k 
st
at
em
en
ts
 to
 c
om
pa
ny
 re
co
rd
s.
O
bt
ai
n 
su
bs
eq
ue
nt
 b
an
k 
st
at
em
en
ts
 a
nd
 d
et
er
m
in
e 
th
at
 lo
an
s 
w
er
e 
re
co
rd
ed
 in
th
e 
pr
op
er
 p
er
io
d.
 
(C
on
ti
n
ue
d)
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__
__
__
__
__
__
__
_
E
xa
m
pl
es
 o
f S
u
bs
ta
n
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s_
__
__
__
__
__
__
__
__
_
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s o
f f
in
an
ci
al
 st
at
em
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s:
—
 B
an
k 
lo
an
 b
al
an
ce
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
.
—
 L
et
te
rs
 o
f c
re
di
t a
nd
 a
ss
et
s 
pl
ed
ge
d 
ar
e 
pr
op
er
ly
 r
ep
or
te
d.
O
bt
ai
n 
an
d 
te
st
 in
te
rb
an
k 
tr
an
sf
er
s 
an
d 
su
bs
eq
ue
nt
 p
ay
m
en
ts
.
C
on
fir
m
 se
le
ct
ed
 c
us
to
m
er
 a
cc
ou
nt
 b
al
an
ce
s 
an
d 
po
si
tio
ns
 th
ro
ug
h 
ei
th
er
 p
os
iti
ve
 o
r 
ne
ga
tiv
e 
re
qu
es
ts
 o
r a
 c
om
bi
na
tio
n 
of
 b
ot
h:
—
 W
ith
 p
os
iti
ve
 c
on
fir
m
at
io
ns
, f
ol
lo
w
 u
p 
w
ith
 se
co
nd
 r
eq
ue
st
s 
fo
r c
us
to
m
er
 a
cc
ou
nt
s n
ot
 
re
pl
yi
ng
.
—
 F
ol
lo
w
 u
p 
on
 th
e 
re
so
lu
tio
n 
of
 ex
ce
pt
io
ns
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 b
al
an
ce
s 
by
 a
cc
ou
nt
 ty
pe
, s
uc
h 
as
 D
V
P/
RV
P 
ve
rs
us
 
ho
ld
/c
us
to
dy
 a
cc
ou
nt
s 
an
d 
m
ar
gi
n 
ve
rs
us
 c
as
h 
ac
co
un
ts
.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s, 
in
cl
ud
in
g 
th
e 
fo
llo
w
in
g:
—
 F
or
 o
pe
ni
ng
s o
f n
ew
 a
cc
ou
nt
s, 
ap
pr
op
ri
at
e 
cu
st
om
er
 a
pp
ro
va
ls
 a
re
 o
bt
ai
ne
d 
(fo
r 
ex
am
pl
e,
 h
yp
ot
hi
ca
tio
n 
lo
an
 a
gr
ee
m
en
t f
or
 m
ar
gi
n 
ac
co
un
ts
).
—
 T
ra
di
ng
 a
nd
 o
th
er
 a
ct
iv
ity
 in
 c
us
to
m
er
 a
cc
ou
nt
s a
re
 a
de
qu
at
el
y 
m
on
ito
re
d 
to
 e
ns
ur
e 
th
at
 u
na
ut
ho
ri
ze
d 
tr
an
sa
ct
io
ns
 a
re
 d
et
ec
te
d.
—
 T
ra
ns
ac
tio
ns
 r
ec
or
de
d 
in
 n
o-
na
m
e 
(in
va
lid
) a
cc
ou
nt
s 
ar
e 
m
on
ito
re
d 
an
d 
re
so
lv
ed
 o
n 
a 
tim
el
y 
ba
si
s.
—
 P
ro
ce
du
re
s 
fo
r m
on
ito
ri
ng
 tr
ad
es
 a
nd
 jo
ur
na
l e
nt
ri
es
 a
t b
ra
nc
h 
of
fic
es
 a
re
 in
 e
ffe
ct
.
—
 C
on
tr
ol
s 
ov
er
 c
ha
ng
es
 to
 th
e 
na
m
e 
an
d 
ad
dr
es
s 
fil
e 
ar
e 
ad
eq
ua
te
.
—
 H
ol
d-
al
l-
m
ai
l (
h
ol
do
ut
) s
ta
te
m
en
ts
 a
re
 s
up
po
rt
ed
 b
y 
va
lid
 c
us
to
m
er
 in
st
ru
ct
io
ns
.
—
 P
ro
ce
du
re
s f
or
 m
on
ito
ri
ng
 a
nd
 r
es
ol
vi
ng
 e
rr
or
 st
at
em
en
ts
 a
re
 a
de
qu
at
e.
—
 P
ro
ce
du
re
s 
fo
r 
ab
an
do
ne
d 
pr
op
er
ty
 a
cc
ou
nt
s 
an
d 
co
m
pl
ia
nc
e 
w
ith
 s
ta
te
 e
sc
he
at
 la
w
s 
ar
e 
ad
eq
ua
te
.
—
 P
ro
ce
du
re
s 
fo
r m
on
ito
ri
ng
 a
nd
 r
es
ol
vi
ng
 c
us
to
m
er
 c
om
pl
ai
nt
s 
ar
e 
ad
eq
ua
te
.
—
 E
m
pl
oy
ee
 a
cc
ou
nt
s 
ar
e 
pr
op
er
ly
 id
en
tif
ie
d,
 m
on
ito
re
d,
 a
nd
 r
ep
or
te
d.
—
 C
us
to
m
er
 st
at
em
en
ts
 a
re
 p
er
io
di
ca
lly
 m
ai
le
d.
D
et
er
m
in
e 
th
at
 o
rd
er
 m
at
ch
in
g 
pr
oc
ed
ur
es
 a
re
 a
de
qu
at
e.
D
et
er
m
in
e 
th
at
 tr
ad
e 
co
nf
ir
m
at
io
ns
 a
re
 s
en
t t
o 
cu
st
om
er
s o
n 
a 
tim
el
y 
ba
si
s.
Te
st
 se
le
ct
ed
 a
cc
ou
nt
s 
fo
r 
as
-o
f t
ra
de
s.
A
na
ly
tic
al
ly
 d
et
er
m
in
e 
ex
po
su
re
 a
nd
 r
es
er
ve
 a
m
ou
nt
s 
fo
r u
nd
er
m
ar
gi
ne
d,
 p
ar
tly
 se
cu
re
d,
 
an
d 
un
se
cu
re
d 
cu
st
om
er
 a
cc
ou
nt
s.
O
bt
ai
n 
re
se
rv
e 
po
lic
y 
an
d 
de
te
rm
in
e 
co
m
pl
ia
nc
e.
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
__
__
__
__
__
__
_
A
u
di
t 
O
bj
ec
ti
ve
s_
__
__
__
__
__
__
__
Ba
nk
 lo
an
s a
re
 p
ro
pe
rl
y 
cl
as
sif
ie
d 
in
 fi
na
nc
ia
l 
st
at
em
en
ts
.
Ba
nk
 lo
an
 b
al
an
ce
s 
ar
e 
re
co
rd
ed
 in
 th
e 
pr
op
er
 
pe
rio
d.
Cu
st
om
er
-r
ec
ei
va
bl
e 
an
d 
cu
st
om
er
-p
ay
ab
le
 
am
ou
nt
s 
ar
e 
fa
ir
ly
 st
at
ed
.
Co
nt
ro
ls 
ov
er
 c
us
to
m
er
 re
ce
iv
ab
le
s 
an
d 
pa
ya
bl
es
 
ar
e 
su
ffi
ci
en
t.
Tr
ad
es
 a
re
 in
pu
tt
ed
 ti
m
el
y 
an
d 
ac
cu
ra
te
ly
.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e 
fr
om
 u
nc
ol
le
ct
ib
le
 r
ec
ei
va
bl
es
 
(d
eb
it 
ba
la
nc
es
 p
lu
s 
sh
or
t m
ar
ke
t v
al
ue
 is
 g
re
at
er
 
th
an
 c
re
di
t b
al
an
ce
s 
an
d 
lo
ng
 m
ar
ke
t v
al
ue
).
G
ro
up
 o
f 
A
u
di
t
A
cc
ou
nt
s 
A
ss
er
ti
on
s
Pr
es
en
ta
tio
n
C
ut
of
f
C
us
to
m
er
 
V
al
id
ity
/
R
ec
ei
va
bl
es
 
C
om
pl
et
en
es
s
an
d 
Pa
ya
bl
es
R
ec
or
di
ng
V
al
ua
tio
n
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D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s:
—
 A
m
ou
nt
s 
ar
e 
ap
pr
op
ri
at
el
y 
cl
as
si
fie
d.
—
 C
us
to
m
er
 r
ec
ei
va
bl
es
 a
nd
 c
us
to
m
er
 p
ay
ab
le
s 
ar
e 
sh
ow
n 
gr
os
s.
—
 A
llo
w
an
ce
 fo
r 
do
ub
tfu
l a
cc
ou
nt
s 
is
 d
isc
lo
se
d.
U
nd
er
st
an
d 
in
te
rn
al
 p
ro
ce
du
re
s 
as
so
ci
at
ed
 w
ith
 p
ro
ce
ss
in
g 
cu
st
om
er
 tr
an
sa
ct
io
ns
.
Co
nf
ir
m
 s
el
ec
te
d 
cu
st
om
er
 a
cc
ou
nt
 b
al
an
ce
s 
an
d 
po
sit
io
ns
.
D
et
er
m
in
e 
w
he
th
er
 a
ll 
tr
ad
e 
da
te
 a
dj
us
tm
en
ts
 a
re
 a
pp
ro
pr
ia
te
ly
 re
co
rd
ed
.
Co
nf
ir
m
, f
or
 se
le
ct
ed
 c
ou
nt
er
pa
rt
ie
s, 
op
en
 fa
il-
to
-r
ec
ei
ve
 a
nd
 fa
il-
to
-d
el
iv
er
 tr
an
sa
ct
io
ns
 
an
d 
re
so
lv
e 
al
l e
xc
ep
tio
ns
.
Co
nf
ir
m
 b
al
an
ce
s 
in
 o
m
ni
bu
s 
ac
co
un
ts
 fo
r 
cl
ea
ri
ng
 a
nd
 in
iti
at
in
g 
br
ok
er
s 
an
d 
re
so
lv
e 
al
l 
ex
ce
pt
io
ns
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 fa
il 
ba
la
nc
es
 b
y 
co
un
te
rp
ar
ty
 a
nd
 p
ro
du
ct
 ty
pe
 (
eq
ui
tie
s, 
co
rp
or
at
e 
bo
nd
s, 
an
d 
so
 fo
rt
h)
.
V
ou
ch
 d
oc
um
en
ta
tio
n 
su
pp
or
tin
g 
th
e 
su
bs
eq
ue
nt
 s
et
tle
m
en
t o
f o
pe
n 
tr
an
sa
ct
io
ns
.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s, 
in
cl
ud
in
g 
th
e 
fo
llo
w
in
g:
—
 C
om
pa
ri
so
n 
an
d 
re
co
nc
ili
at
io
n 
pr
oc
ed
ur
es
 w
ith
 c
us
to
di
an
 a
nd
 c
le
ar
in
g 
or
ga
ni
za
tio
ns
 
su
ch
 a
s 
th
e 
D
TC
, N
SC
C
, a
nd
 O
CC
.
—
 R
ec
on
ci
lin
g 
pe
nd
in
g 
an
d 
se
tt
le
d 
tr
ad
es
.
—
 R
es
ol
vi
ng
 u
nc
om
pa
re
d 
tr
ad
es
.
—
 A
gi
ng
 o
f o
pe
n 
ite
m
s.
—
 I
de
nt
ify
in
g,
 m
on
ito
ri
ng
, a
nd
 r
ep
or
tin
g 
ex
po
su
re
 it
em
s.
Te
st
 r
ec
on
ci
lia
tio
ns
:
—
 A
gr
ee
 to
ta
l p
os
iti
on
 a
nd
 m
on
ey
 to
 s
to
ck
 re
co
rd
 a
nd
 tr
ia
l b
al
an
ce
.
—
 D
et
er
m
in
e 
th
e 
re
so
lu
tio
n 
of
 re
co
nc
ili
ng
 it
em
s.
Te
st
 h
ou
se
 b
al
an
ci
ng
 p
ro
ce
du
re
s b
y 
co
m
pa
ri
ng
 re
co
rd
ed
 c
as
h 
ac
tiv
ity
 a
nd
 
se
cu
ri
tie
s 
m
ov
em
en
ts
 w
ith
 b
an
ks
 a
nd
 d
ep
os
ito
ri
es
 to
 a
ct
ua
l a
ct
iv
ity
 a
nd
 m
ov
em
en
ts
.
Te
st
 p
ro
ce
du
re
s f
or
 d
et
er
m
in
in
g 
ex
po
su
re
 to
 lo
ss
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 a
ge
d 
ite
m
s.
O
bt
ai
n 
re
se
rv
e 
po
lic
y 
an
d 
de
te
rm
in
e 
co
m
pl
ia
nc
e.
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s:
—
 A
m
ou
nt
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
.
—
 A
m
ou
nt
s 
ar
e 
ap
pr
op
ri
at
el
y 
sh
ow
n 
gr
os
s.
D
et
er
m
in
e 
th
at
 a
ll 
tr
ad
e 
da
te
 a
dj
us
tm
en
ts
 a
re
 a
pp
ro
pr
ia
te
ly
 re
co
rd
ed
.
V
ou
ch
 su
bs
eq
ue
nt
 r
ec
ei
pt
s 
to
 c
us
to
m
er
 s
ta
te
m
en
t o
n 
a 
te
st
 b
as
is
.
(C
on
ti
n
ue
d)
Cu
st
om
er
-r
ec
ei
va
bl
e 
an
d 
cu
st
om
er
-p
ay
ab
le
 
am
ou
nt
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
 in
 th
e 
fin
an
ci
al
 
st
at
em
en
ts
.
C
us
to
m
er
 tr
an
sa
ct
io
ns
 a
re
 a
cc
ur
at
el
y 
re
co
rd
ed
 in
 
th
e 
ap
pr
op
ri
at
e 
pe
rio
d.
R
ec
ei
va
bl
es
 fr
om
 a
nd
 p
ay
ab
le
s 
to
 b
ro
ke
rs
 a
nd
 
de
al
er
s 
ar
e 
fa
ir
ly
 st
at
ed
.
Co
nt
ro
ls 
ov
er
 th
e 
cl
ea
ra
nc
e,
 s
et
tle
m
en
t, 
ba
la
nc
in
g,
 a
nd
 r
ec
on
ci
lia
tio
n 
of
 tr
an
sa
ct
io
ns
 a
re
 
su
ffi
ci
en
t.
R
ec
on
ci
lia
tio
ns
 o
f s
ub
si
di
ar
y 
fa
il 
bl
ot
te
rs
 to
 th
e 
ge
ne
ra
l l
ed
ge
r 
an
d 
se
cu
ri
tie
s 
re
co
rd
 a
re
 p
re
pa
re
d 
co
m
pl
et
el
y 
an
d 
ac
cu
ra
te
ly
, a
nd
 a
re
 ti
m
el
y;
 a
nd
 
ou
t-
of
-b
al
an
ce
s 
ar
e 
re
se
ar
ch
ed
 a
nd
 re
so
lv
ed
 
tim
el
y.
M
on
ey
 a
nd
 s
ec
ur
iti
es
 r
ec
ei
ve
d/
de
liv
er
ed
 d
o 
no
t 
di
ffe
r 
fr
om
 r
ec
or
de
d 
am
ou
nt
s.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e,
 th
at
 is
, d
eb
it 
is
 g
re
at
er
 th
an
 
lo
ng
 m
ar
ke
t v
al
ue
 (L
M
V
) a
nd
 sh
or
t m
ar
ke
t v
al
ue
 
(S
M
V
) i
s 
gr
ea
te
r 
th
an
 c
re
di
t.
R
ec
ei
va
bl
es
 fr
om
 a
nd
 p
ay
ab
le
s 
to
 b
ro
ke
rs
 a
nd
 
de
al
er
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
 in
 th
e 
fin
an
ci
al
 
st
at
em
en
ts
.
R
ec
ei
va
bl
es
 fr
om
 a
nd
 p
ay
ab
le
s 
to
 b
ro
ke
rs
 a
nd
 
de
al
er
s 
ar
e 
ac
cu
ra
te
ly
 re
co
rd
ed
 in
 th
e 
ap
pr
op
ri
at
e 
pe
rio
d.
Pr
es
en
ta
tio
n
Cu
to
ff
V
al
id
ity
/
C
om
pl
et
en
es
s
Re
co
rd
in
g
V
al
ua
tio
n
Pr
es
en
ta
tio
n
Cu
to
ff
R
ec
ei
va
bl
es
fr
om
/
Pa
ya
bl
es
 to
 
Br
ok
er
s 
an
d 
D
ea
le
rs
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__
__
__
__
__
__
__
__
E
xa
m
pl
es
 o
f S
u
bs
ta
n
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s_
__
__
__
__
__
__
__
__
_
Co
nf
ir
m
 s
el
ec
te
d 
op
en
 tr
an
sa
ct
io
ns
 b
y 
co
un
te
rp
ar
ty
 fo
r m
on
ey
 a
nd
 r
el
at
ed
 se
cu
ri
tie
s 
po
si
tio
ns
 a
nd
 re
so
lv
e 
al
l e
xc
ep
tio
ns
.
Co
nf
ir
m
 n
on
ca
sh
 b
or
ro
w
/lo
an
 (m
ea
ni
ng
, s
ec
ur
iti
es
 fo
r 
se
cu
ri
tie
s)
.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s, 
in
cl
ud
in
g 
th
e 
fo
llo
w
in
g:
—
 P
ro
ce
du
re
s 
fo
r p
ro
ce
ss
in
g,
 s
et
tli
ng
, b
al
an
ci
ng
, a
nd
 r
ec
on
ci
lin
g 
re
gu
la
r 
an
d 
m
at
ch
ed
- 
bo
ok
 s
ec
ur
iti
es
 b
or
ro
w
ed
/lo
an
ed
 tr
an
sa
ct
io
ns
.
—
 C
om
pa
ri
so
n 
pr
oc
ed
ur
es
 w
ith
 L
O
A
N
ET
 (s
ee
 th
e 
gl
os
sa
ry
).
—
 P
ro
ce
du
re
s r
el
at
ed
 to
 c
re
di
t r
ev
ie
w
 p
ol
ic
ie
s.
Te
st
 re
co
nc
ili
at
io
ns
:
—
 A
gr
ee
 to
ta
l p
os
iti
on
 a
nd
 m
on
ey
 to
 s
to
ck
 r
ec
or
d 
an
d 
tr
ia
l b
al
an
ce
.
—
 S
ca
n 
th
e 
re
so
lu
tio
n 
of
 o
ut
-o
f-
ba
la
nc
es
 a
nd
 re
co
nc
ili
ng
 it
em
s.
Te
st
 h
ou
se
 b
al
an
ci
ng
 p
ro
ce
du
re
s. 
Co
m
pa
re
 r
ec
or
de
d 
ca
sh
 a
ct
iv
ity
 a
nd
 se
cu
ri
tie
s 
m
ov
em
en
ts
 w
ith
 b
an
ks
 a
nd
 d
ep
os
ito
ri
es
 to
 a
ct
ua
l a
ct
iv
ity
 a
nd
 m
ov
em
en
ts
.
Te
st
 th
e 
m
ar
k-
to
-m
ar
ke
t a
nd
 c
ol
le
ct
io
n 
pr
oc
ed
ur
es
 fo
r 
ad
di
tio
na
l m
ar
gi
n 
re
qu
ir
em
en
ts
.
Te
st
 p
ro
ce
du
re
s 
fo
r 
de
te
rm
in
in
g 
ex
po
su
re
 to
 lo
ss
.
D
et
er
m
in
e 
th
at
 n
on
ca
sh
 c
ol
la
te
ra
l r
ec
ei
ve
d 
in
 e
xc
ha
ng
e 
fo
r 
se
cu
ri
tie
s 
lo
an
ed
 is
 p
ro
pe
rl
y 
va
lu
ed
.
O
bt
ai
n 
re
se
rv
e 
po
lic
y 
an
d 
te
st
 c
om
pl
ia
nc
e.
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s:
—
 S
ec
ur
iti
es
-l
oa
ne
d 
an
d 
se
cu
ri
tie
s-
bo
rr
ow
ed
 a
m
ou
nt
s 
ar
e 
ap
pr
op
ri
at
el
y 
cl
as
si
fie
d.
—
 A
m
ou
nt
s 
ar
e 
sh
ow
n 
gr
os
s.
Te
st
 li
st
in
g 
of
 se
cu
ri
tie
s-
bo
rr
ow
ed
 a
nd
 s
ec
ur
iti
es
-l
oa
ne
d 
tr
an
sa
ct
io
ns
 e
nt
er
ed
 in
to
 p
ri
or
 
an
d 
su
bs
eq
ue
nt
 to
 y
ea
r-
en
d.
 D
et
er
m
in
e 
th
at
 tr
an
sa
ct
io
ns
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 
pe
ri
od
s.
A
u
di
t 
O
bj
ec
ti
ve
s
Se
cu
ri
tie
s 
lo
an
ed
 a
nd
 se
cu
ri
tie
s 
bo
rr
ow
ed
 a
re
 
fa
ir
ly
 st
at
ed
.
Co
nt
ro
ls 
ov
er
 se
cu
ri
tie
s 
bo
rr
ow
ed
 a
nd
 lo
an
ed
 a
re
 
su
ffi
ci
en
t.
R
ec
on
ci
lia
tio
ns
 o
f s
ub
si
di
ar
y 
lo
an
/b
or
ro
w
 b
lo
tt
er
s 
to
 th
e 
ge
ne
ra
l l
ed
ge
r 
an
d 
se
cu
ri
tie
s 
re
co
rd
 a
re
 
pr
ep
ar
ed
 c
om
pl
et
el
y 
an
d 
ac
cu
ra
te
ly
, a
nd
 a
re
 
tim
el
y;
 a
nd
 o
ut
-o
f-
ba
la
nc
es
 a
re
 r
es
ea
rc
he
d 
an
d 
re
so
lv
ed
 ti
m
el
y.
M
on
ey
 a
nd
 s
ec
ur
iti
es
 re
ce
iv
ed
/d
el
iv
er
ed
 d
o 
no
t 
di
ffe
r 
fr
om
 r
ec
or
de
d 
am
ou
nt
s.
Co
lle
ct
ib
ili
ty
 a
nd
 c
ol
la
te
ra
liz
at
io
n 
of
 re
ce
iv
ab
le
s 
an
d 
sh
or
t p
os
iti
on
s 
ar
e 
ad
eq
ua
te
.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e 
(t
ha
t i
s, 
de
bi
ts
 a
re
 g
re
at
er
 th
an
 
LM
V
 a
nd
 S
M
V
 is
 g
re
at
er
 th
an
 c
re
di
ts
).
Se
cu
ri
tie
s 
lo
an
ed
 a
nd
 s
ec
ur
iti
es
 b
or
ro
w
ed
 a
re
 
pr
op
er
ly
 c
la
ss
ifi
ed
 in
 th
e 
fin
an
ci
al
 s
ta
te
m
en
ts
.
Se
cu
ri
tie
s-
bo
rr
ow
ed
 a
nd
 s
ec
ur
iti
es
-l
oa
ne
d 
tr
an
sa
ct
io
ns
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
A
ud
it
A
ss
er
ti
on
s
V
al
id
ity
/
Co
m
pl
et
en
es
s
R
ec
or
di
ng
V
al
ua
tio
n
Pr
es
en
ta
tio
n
Cu
to
ff
G
ro
up
 o
f 
A
cc
ou
nt
s
Se
cu
ri
tie
s 
Bo
rr
ow
ed
 a
nd
 
Lo
an
ed
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Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
ac
co
un
t b
al
an
ce
s 
by
 p
ro
du
ct
 ty
pe
.
Te
st
 in
te
rn
al
 c
on
tr
ol
 to
 e
ns
ur
e 
th
at
 th
e 
fo
llo
w
in
g:
—
 T
ra
de
r 
re
co
rd
s 
ar
e 
re
co
nc
ile
d 
w
ith
 th
e 
ge
ne
ra
l l
ed
ge
r 
an
d 
st
oc
k 
re
co
rd
.
—
 B
ra
nc
h 
or
de
rs
 a
re
 m
at
ch
ed
 w
ith
 tr
ad
er
 o
rd
er
s.
—
 T
ra
di
ng
 li
m
its
 a
nd
 c
on
ce
nt
ra
tio
n 
re
st
ri
ct
io
ns
 a
re
 p
ro
pe
rl
y 
es
ta
bl
is
he
d 
an
d 
m
on
ito
re
d.
—
 T
ra
de
r 
ac
tiv
ity
 is
 a
de
qu
at
el
y 
m
on
ito
re
d 
by
 m
an
ag
em
en
t.
—
 W
he
n-
iss
ue
d,
 fo
rw
ar
d 
tr
ad
es
, f
in
an
ci
al
 fu
tu
re
s, 
an
d 
st
an
db
y 
co
m
m
itm
en
ts
 a
re
 
pr
op
er
ly
 m
on
ito
re
d 
an
d 
re
po
rt
ed
.
D
et
er
m
in
e 
th
at
 tr
ad
es
 a
re
 p
ro
pe
rl
y 
tim
e-
st
am
pe
d.
Te
st
 se
le
ct
 a
cc
ou
nt
s 
fo
r 
“a
s 
of
" t
ra
de
s.
Te
st
 p
ri
ci
ng
 p
ro
ce
du
re
s.
A
gr
ee
 p
ri
ce
s f
or
 se
le
ct
ed
 s
ec
ur
iti
es
 to
 in
de
pe
nd
en
t s
ou
rc
es
 w
ith
 e
m
ph
as
is
 o
n 
po
si
tio
ns
 w
ith
 
m
an
ua
l o
r 
ov
er
ri
de
 p
ri
ce
s. 
D
ev
el
op
 a
lte
rn
at
iv
e 
pr
oc
ed
ur
es
 to
 d
et
er
m
in
e 
th
e 
re
as
on
ab
le
­
ne
ss
 o
f p
ri
ce
s 
if
 n
o 
in
de
pe
nd
en
t p
ri
ce
s 
ar
e 
av
ai
la
bl
e:
 e
xa
m
in
e 
re
ce
nt
/s
ub
se
qu
en
t t
ra
di
ng
 
ac
tiv
ity
; c
om
pa
re
 p
ri
ce
s t
o 
si
m
ila
r 
se
cu
ri
tie
s 
ba
se
d 
on
 m
at
ur
it
y,
 r
at
in
g,
 o
r o
th
er
 c
ri
te
ri
a;
 
or
 r
ev
ise
 a
ss
um
pt
io
ns
 u
se
d 
in
 m
od
el
s.
R
ec
al
cu
la
te
 in
te
re
st
 a
nd
 d
iv
id
en
d 
ac
cr
ua
ls
 fo
r s
el
ec
te
d 
se
cu
ri
tie
s i
n 
in
ve
nt
or
y.
Te
st
 in
ve
nt
or
y 
po
si
tio
ns
 fo
r 
co
nc
en
tr
at
io
ns
 in
 p
ar
ti
cu
la
r 
se
cu
ri
tie
s.
Te
st
 a
gi
ng
 o
f i
nv
en
to
ry
.
U
nd
er
st
an
d 
ri
sk
 m
an
ag
em
en
t p
ro
ce
du
re
s 
fo
r m
on
ito
ri
ng
 o
ve
ra
ll 
ex
po
su
re
, i
nc
lu
di
ng
 th
e 
us
e 
of
 h
ed
ge
s 
to
 r
ed
uc
e 
ex
po
su
re
 to
 m
ar
ke
t r
is
k.
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
Co
nf
irm
 s
el
ec
te
d 
jo
in
t i
nv
en
to
ry
 p
os
iti
on
s 
an
d 
te
st
 r
el
at
ed
 c
on
tr
ol
s.
Te
st
 c
on
tr
ol
s o
ve
r t
he
 g
en
er
at
io
n 
of
 tr
ad
e 
da
te
 a
nd
 s
et
tle
m
en
t d
at
e 
in
ve
nt
or
y 
po
si
tio
ns
.
Te
st
 tr
ad
e 
da
te
/s
et
tle
m
en
t d
at
e 
ad
ju
st
m
en
t.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s:
—
 S
ec
ur
iti
es
 in
ve
nt
or
y 
po
si
tio
ns
 a
re
 p
ro
pe
rl
y 
cl
as
si
fie
d 
as
—
• 
Se
cu
ri
tie
s 
on
 d
ep
os
it 
in
 c
om
pl
ia
nc
e 
w
ith
 r
eg
ul
at
or
y 
re
qu
ir
em
en
ts
.
• 
Se
cu
ri
tie
s 
ow
ne
d.
• 
Se
cu
ri
tie
s 
no
t r
ea
di
ly
 m
ar
ke
ta
bl
e.
• 
Se
cu
ri
tie
s 
so
ld
, n
ot
 y
et
 p
ur
ch
as
ed
.
• 
Jo
in
t i
nv
en
to
ry
 o
w
ne
d 
by
 o
th
er
 b
ro
ke
rs
 a
nd
 d
ea
le
rs
.
Te
st
 “a
s 
of
” 
tr
ad
es
 s
ub
se
qu
en
t t
o 
ye
ar
 e
nd
 to
 e
ns
ur
e 
th
at
 th
ey
 a
re
 r
ef
le
ct
ed
 in
 th
e 
pr
op
er
 p
er
io
d.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 r
ep
o 
an
d 
re
sa
le
 b
al
an
ce
s 
an
d 
re
la
te
d 
in
te
re
st
 
in
co
m
e/
ex
pe
ns
e 
ba
se
d 
on
 a
ve
ra
ge
 b
al
an
ce
s 
an
d 
in
te
re
st
 r
at
es
.
(C
on
ti
n
ue
d)
Tr
ad
e 
da
te
 in
ve
nt
or
y 
po
si
tio
ns
 a
re
 a
cc
ur
at
e.
Tr
ad
es
 a
re
 ti
m
el
y 
an
d 
ac
cu
ra
te
ly
 in
pu
tt
ed
.
Tr
ad
e 
da
te
 in
ve
nt
or
y 
is
 fa
ir
ly
 s
ta
te
d 
at
 m
ar
ke
t 
va
lu
e.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e 
(t
ha
t i
s, 
de
bi
ts
 a
re
 g
re
at
er
 th
an
 
LM
V
 a
nd
 S
M
V
 is
 g
re
at
er
 th
an
 c
re
di
ts
).
Jo
in
t i
nv
en
to
ry
 p
os
iti
on
s 
ar
e 
pr
op
er
ly
 id
en
tif
ie
d.
A
cc
ru
al
s f
or
 in
ve
nt
or
y 
po
si
tio
ns
 r
el
at
in
g 
to
 
un
se
tt
le
d 
tr
ad
es
 a
re
 p
ro
pe
rl
y 
cl
as
si
fie
d.
 
In
ve
nt
or
y 
po
sit
io
ns
 a
re
 p
ro
pe
rl
y 
cl
as
si
fie
d 
in
 th
e 
fin
an
ci
al
 s
ta
te
m
en
ts
.
Se
cu
ri
tie
s 
ow
ne
d 
an
d 
se
cu
ri
tie
s 
so
ld
, n
ot
 y
et
 
pu
rc
ha
se
d 
ar
e 
ac
cu
ra
te
ly
 re
co
rd
ed
 in
 th
e 
ap
pr
op
ri
at
e 
pe
ri
od
.
V
al
id
ity
/
C
om
pl
et
en
es
s
Re
co
rd
in
g
V
al
ua
tio
n
R
ig
ht
s/
O
bl
ig
at
io
ns
Pr
es
en
ta
tio
n
Cu
to
ff
Se
cu
ri
tie
s 
O
w
ne
d 
an
d 
Se
cu
ri
tie
s 
So
ld
, N
ot
 Y
et
 
Pu
rc
ha
se
d
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__
__
__
__
__
__
__
__
E
xa
m
pl
es
 o
f S
ub
st
an
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s_
__
__
__
__
__
__
__
__
Co
nf
ir
m
 se
le
ct
ed
 o
pe
n 
re
po
 a
nd
 r
es
al
e 
tr
an
sa
ct
io
ns
 b
y 
co
un
te
rp
ar
ty
, b
as
ed
 o
n 
ca
sh
 
ba
la
nc
es
 a
nd
 re
la
te
d 
se
cu
ri
tie
s 
po
si
tio
ns
, a
nd
 r
es
ol
ve
 a
ll 
ex
ce
pt
io
ns
.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s, 
in
cl
ud
in
g 
th
e 
fo
llo
w
in
g:
—
 P
ro
ce
du
re
s f
or
 p
ro
ce
ss
in
g,
 s
et
tli
ng
, b
al
an
ci
ng
 a
nd
 r
ec
on
ci
lin
g 
re
po
 a
nd
 r
es
al
e 
tr
an
sa
ct
io
ns
.
—
 I
de
nt
ify
in
g 
an
d 
re
so
lv
in
g 
al
l o
ut
 o
f b
al
an
ce
s.
—
 M
on
ito
ri
ng
 a
nd
 r
ep
or
tin
g 
ag
ed
 it
em
s.
—
 P
ro
ce
du
re
s r
el
at
ed
 to
 c
re
di
t r
ev
ie
w
 a
nd
 c
ol
le
ct
io
n 
po
lic
ie
s.
Te
st
 h
ou
se
 b
al
an
ci
ng
 p
ro
ce
du
re
s; 
co
m
pa
re
 a
nt
ic
ip
at
ed
 c
as
h 
ac
tiv
ity
 a
nd
 
se
cu
ri
tie
s 
m
ov
em
en
ts
 w
ith
 b
an
ks
 a
nd
 d
ep
os
ito
ri
es
 to
 a
ct
ua
l a
ct
iv
ity
 a
nd
 m
ov
em
en
ts
.
Te
st
 p
ro
ce
du
re
s f
or
 th
e 
fo
llo
w
in
g:
—
 A
pp
ro
pr
ia
te
ne
ss
 o
f t
he
 m
ar
ke
t v
al
ue
 o
f c
ol
la
te
ra
l p
os
iti
on
s.
—
 C
al
cu
la
tin
g 
in
te
re
st
 a
cc
ru
al
s 
on
 c
ol
la
te
ra
l p
os
iti
on
s.
O
bt
ai
n 
re
se
rv
e 
po
lic
y 
an
d 
de
te
rm
in
e 
co
m
pl
ia
nc
e.
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s o
f f
in
an
ci
al
 st
at
em
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s:
—
 R
ep
ur
ch
as
e 
an
d 
re
sa
le
 a
m
ou
nt
s 
ar
e 
ap
pr
op
ri
at
el
y 
cl
as
si
fie
d.
—
 A
m
ou
nt
s 
ar
e 
sh
ow
n 
gr
os
s, 
if
 ap
pr
op
ri
at
e.
—
 M
at
ch
ed
 b
oo
k 
tr
an
sa
ct
io
ns
 a
re
 p
ro
pe
rl
y 
re
co
rd
ed
.
—
 A
m
ou
nt
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
 o
n 
th
e 
st
at
em
en
t o
f c
as
h 
flo
w
s.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s o
f f
in
an
ci
al
 st
at
em
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s.
T
es
t p
ro
ce
du
re
s 
an
d 
co
nt
ro
ls 
ov
er
 th
e 
pr
oc
es
si
ng
 o
f r
es
al
e 
an
d 
re
po
 tr
an
sa
ct
io
ns
, w
hi
ch
 
w
ill
 in
cl
ud
e 
ca
sh
 a
nd
 s
ec
ur
ity
 m
ov
em
en
ts
, s
eg
re
ga
tio
n 
pr
oc
ed
ur
es
, a
nd
 b
al
an
ci
ng
.
O
n 
a 
te
st
 b
as
is
, s
am
pl
e 
th
es
e 
ite
m
s, 
de
te
rm
in
in
g 
if
 th
e 
tr
an
sa
ct
io
n 
w
as
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
__
__
__
__
__
__
_
A
u
di
t 
O
bj
ec
ti
ve
s_
__
__
__
__
__
__
__
R
ep
ur
ch
as
e 
(r
ep
o)
 a
nd
 r
ev
er
se
 r
ep
ur
ch
as
e 
(r
es
al
e)
 
am
ou
nt
s 
ar
e 
fa
ir
ly
 s
ta
te
d 
in
 th
e 
fin
an
ci
al
 
st
at
em
en
ts
.
Co
nt
ro
ls 
ov
er
 se
cu
ri
tie
s p
ur
ch
as
ed
 u
nd
er
 
ag
re
em
en
ts
 to
 r
es
el
l a
nd
 s
ec
ur
iti
es
 s
ol
d 
un
de
r 
ag
re
em
en
ts
 to
 r
ep
ur
ch
as
e 
ar
e 
su
ffi
ci
en
t.
M
on
ey
 a
nd
 re
po
 a
nd
 r
es
al
e 
po
sit
io
ns
 d
o 
no
t d
iff
er
 
fr
om
 r
ec
or
de
d 
am
ou
nt
s.
Th
e 
co
lla
te
ra
liz
at
io
n 
of
 re
sa
le
s 
is
 a
de
qu
at
e 
to
 
co
ve
r e
xp
os
ur
e.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e.
M
at
ch
ed
 b
oo
k 
re
po
 a
nd
 r
es
al
e 
ag
re
em
en
ts
 a
re
 
se
pa
ra
te
ly
 d
isc
lo
se
d 
on
 th
e 
st
at
em
en
t o
f c
as
h 
flo
w
s.
O
ff-
ba
la
nc
e-
sh
ee
t r
is
ks
 a
re
 s
uf
fic
ie
nt
ly
 d
isc
lo
se
d
Se
cu
ri
tie
s 
pu
rc
ha
se
d 
un
de
r 
ag
re
em
en
ts
 to
 r
es
el
l 
an
d 
se
cu
ri
tie
s 
so
ld
 u
nd
er
 a
gr
ee
m
en
ts
 to
 
re
pu
rc
ha
se
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
A
u
di
t
A
ss
er
ti
on
s
V
al
id
ity
/
Co
m
pl
et
en
es
s
R
ec
or
di
ng
V
al
ua
tio
n
Pr
es
en
ta
tio
n
C
ut
of
f
G
ro
up
 o
f 
A
cc
ou
nt
s
Se
cu
ri
tie
s 
Pu
rc
ha
se
d 
U
nd
er
 A
gr
ee
­
m
en
ts
 to
 
R
es
el
l a
nd
 
Se
cu
ri
tie
s 
So
ld
 U
nd
er
 
A
gr
ee
m
en
ts
 
to
 R
ep
ur
ch
as
e
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Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
su
sp
en
se
 a
cc
ou
nt
 p
os
iti
on
s, 
m
on
ey
 b
al
an
ce
s, 
an
d 
ex
po
su
re
 a
m
ou
nt
s.
U
nd
er
st
an
d 
co
nt
ro
ls 
fo
r p
ro
ce
ss
in
g 
th
e 
fo
llo
w
in
g:
—
 C
as
h 
re
ce
ip
ts
 a
nd
 d
is
bu
rs
em
en
ts
 a
nd
 se
cu
ri
tie
s 
m
ov
em
en
ts
 fr
om
 c
as
h 
an
d 
bo
x 
ac
co
un
ts
 w
ith
 c
us
to
m
er
 a
cc
ou
nt
s 
an
d 
ot
he
r 
ge
ne
ra
l l
ed
ge
r 
ac
co
un
ts
, s
uc
h 
as
 fa
il 
an
d 
of
fs
et
 a
cc
ou
nt
s.
—
 T
ra
ns
ac
tio
ns
 in
 e
qu
iti
es
, f
ix
ed
 in
co
m
e,
 m
ut
ua
l f
un
ds
, a
nd
 fo
re
ig
n 
se
cu
ri
tie
s.
—
 A
ss
ig
nm
en
t a
nd
 e
xe
rc
is
in
g 
of
 o
pt
io
ns
.
—
 C
on
ve
rs
io
n 
of
 fo
re
ig
n 
cu
rr
en
cy
 b
al
an
ce
s 
in
to
 U
.S
. d
ol
la
rs
.
—
 I
nt
er
co
m
pa
ny
 tr
an
sa
ct
io
ns
.
—
 U
ni
de
nt
ifi
ed
 a
nd
 m
is
ce
lla
ne
ou
s 
tr
an
sa
ct
io
ns
.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s o
f p
ro
ce
du
re
s f
or
 m
ov
in
g 
m
on
ey
 a
nd
 s
ec
ur
iti
es
 p
os
iti
on
s 
in
to
 su
sp
en
se
 a
cc
ou
nt
s:
—
 T
es
t t
he
 r
ec
on
ci
lia
tio
n 
of
 su
sp
en
se
 a
cc
ou
nt
s.
—
 T
es
t t
he
 r
es
ol
ut
io
n 
of
 se
le
ct
ed
 s
us
pe
ns
e 
ite
m
s.
U
nd
er
st
an
d 
pr
oc
ed
ur
es
 fo
r m
on
ito
ri
ng
 a
nd
 r
ep
or
tin
g 
th
e 
ag
in
g 
of
 su
sp
en
se
 it
em
s.
T
es
t p
ro
ce
du
re
s f
or
 id
en
tif
yi
ng
 a
nd
 r
es
ol
vi
ng
 m
on
ey
 b
al
an
ce
s 
an
d 
po
si
tio
ns
 in
 
in
va
lid
 a
cc
ou
nt
s.
M
on
ito
r t
he
 p
er
io
di
c 
re
du
ct
io
n 
of
 su
sp
en
se
-r
el
at
ed
 e
xp
os
ur
e 
ite
m
s.
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s. 
Te
st
 th
e 
cl
as
si
fic
at
io
n 
of
 su
sp
en
se
 a
nd
 p
ro
ce
ss
in
g 
ac
co
un
t b
al
an
ce
s.
In
te
rc
om
pa
ny
 tr
an
sa
ct
io
ns
 a
re
 p
ro
pe
rl
y 
el
im
in
at
ed
 fo
r f
in
an
ci
al
 s
ta
te
m
en
t p
ur
po
se
s.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 r
eo
rg
an
iz
at
io
n-
re
la
te
d 
po
sit
io
ns
, m
on
ey
, a
nd
 e
xp
os
ur
e 
am
ou
nt
s.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 in
te
rn
al
 c
on
tr
ol
s, 
in
cl
ud
in
g 
th
e 
fo
llo
w
in
g:
—
 P
ro
ce
du
re
s f
or
 p
ro
ce
ss
in
g,
 b
al
an
ci
ng
, a
nd
 r
ec
on
ci
lin
g 
re
or
ga
ni
za
tio
n 
ac
co
un
ts
.
—
 P
ro
pe
r 
no
tif
ic
at
io
n 
of
 cu
st
om
er
s.
Te
st
 h
ou
se
 b
al
an
ci
ng
 p
ro
ce
du
re
s; 
co
m
pa
re
 a
nt
ic
ip
at
ed
 c
as
h 
ac
tiv
ity
 a
nd
se
cu
ri
tie
s 
m
ov
em
en
ts
 w
ith
 b
an
ks
 a
nd
 d
ep
os
ito
ri
es
 v
er
su
s 
ac
tu
al
 a
ct
iv
ity
 a
nd
 m
ov
em
en
ts
.
(C
on
ti
n
ue
d)
Su
sp
en
se
 a
nd
 p
ro
ce
ss
in
g 
am
ou
nt
s 
ar
e 
fa
ir
ly
 
st
at
ed
.
Co
nt
ro
ls 
re
ga
rd
in
g 
pr
oc
ed
ur
es
 fo
r r
es
ea
rc
hi
ng
 a
nd
 
re
so
lv
in
g 
ite
m
s 
in
 s
us
pe
ns
e 
ac
co
un
ts
 o
n 
a 
tim
el
y 
ba
si
s 
ar
e 
su
ffi
ci
en
t.
R
es
er
ve
s 
ar
e 
es
ta
bl
is
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 
ex
po
su
re
 (m
on
ey
 a
nd
 p
os
iti
on
) b
as
ed
 o
n 
th
e 
na
tu
re
 a
nd
 a
gi
ng
 o
f i
nd
iv
id
ua
l s
us
pe
ns
e 
ite
m
s.
Su
sp
en
se
 a
nd
 p
ro
ce
ss
in
g 
ac
co
un
ts
 a
re
 p
ro
pe
rl
y 
cl
as
si
fie
d 
in
 th
e 
fin
an
ci
al
 s
ta
te
m
en
ts
.
R
eo
rg
an
iz
at
io
ns
 a
re
 p
ro
pe
rl
y 
id
en
tif
ie
d.
R
eo
rg
an
iz
at
io
n 
m
on
ey
 a
nd
 p
os
iti
on
s 
do
 n
ot
 d
iff
er
 
fr
om
 re
co
rd
ed
 a
m
ou
nt
s.
V
al
id
ity
/
Co
m
pl
et
en
es
s
V
al
ua
tio
n
Pr
es
en
ta
tio
n
V
al
id
ity
/
Co
m
pl
et
en
es
s
Re
co
rd
in
g
Su
sp
en
se
 a
nd
Pr
oc
es
sin
g
A
cc
ou
nt
s
R
eo
rg
an
iz
a­
tio
n 
A
cc
ou
nt
s
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E
xa
m
pl
es
 o
f S
u
bs
ta
n
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s
Te
st
 c
on
tr
ol
s 
ov
er
 th
e 
re
co
nc
ili
at
io
n 
of
 re
or
ga
ni
za
tio
n 
ac
co
un
ts
.
T
es
t i
nd
iv
id
ua
l r
eo
rg
an
iz
at
io
ns
 fo
r t
im
el
y 
no
tif
ic
at
io
n,
 p
ro
pe
r p
ro
ce
ss
in
g 
of
 se
cu
ri
tie
s 
m
ov
em
en
ts
, a
nd
 c
us
to
m
er
-r
el
at
ed
 r
ec
ei
pt
s/
di
sb
ur
se
m
en
ts
.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 co
nv
er
sio
n 
ra
tio
s 
fo
r 
se
le
ct
ed
 r
eo
rg
an
iz
at
io
ns
 to
 
in
de
pe
nd
en
t s
ou
rc
es
.
Co
nf
ir
m
 s
el
ec
te
d 
re
or
ga
ni
za
tio
n 
tr
an
sf
er
s 
an
d 
te
st
 th
e 
re
la
te
d 
ag
in
g 
of
 th
es
e 
ite
m
s. 
C
al
cu
la
te
 e
xp
os
ur
e 
an
d 
m
on
ito
r t
he
 r
ed
uc
tio
n 
of
 su
ch
 e
xp
os
ur
e.
T
es
t t
he
 d
et
er
m
in
at
io
n 
of
 e
xp
os
ur
e 
fo
r r
at
io
 o
ut
-o
f-
ba
la
nc
e 
co
nd
iti
on
s i
n 
re
or
ga
ni
za
tio
n 
ac
co
un
ts
.
D
is
cu
ss
 p
en
di
ng
 li
tig
at
io
n 
re
la
ti
ng
 to
 m
is
se
d 
te
nd
er
 o
ffe
rs
 w
ith
 c
lie
nt
’s 
co
un
se
l. 
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s o
f f
in
an
ci
al
 st
at
em
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
de
fe
rr
ed
 d
eb
its
/c
re
di
ts
 a
nd
 g
oo
d-
fa
ith
 d
ep
os
it 
am
ou
nt
s. 
T
es
t c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s 
fo
r t
he
 fo
llo
w
in
g:
—
 E
xp
en
si
ng
 o
r r
ec
og
ni
zi
ng
 d
ef
er
re
d 
de
bi
ts
 (
ex
pe
ns
es
) a
nd
 c
re
di
ts
 (r
ev
en
ue
s)
 o
n 
un
de
r­
w
ri
tin
g 
de
al
s.
—
 P
er
fo
rm
in
g 
fin
al
 a
cc
ou
nt
in
gs
 o
n 
un
de
rw
ri
tin
g 
de
al
s.
—
 C
om
m
un
ic
at
in
g 
si
gn
ifi
ca
nt
 in
fo
rm
at
io
n 
re
la
tin
g 
to
 p
en
di
ng
 d
ea
ls
 to
 th
e 
ac
co
un
tin
g 
de
pa
rt
m
en
t.
—
 A
llo
ca
tin
g 
an
d 
re
co
rd
in
g 
ex
pe
ns
es
 to
 b
e 
ch
ar
ge
d 
to
 sy
nd
ic
at
e 
m
em
be
rs
.
Te
st
 se
le
ct
ed
 d
ea
ls
 r
ec
or
de
d 
im
m
ed
ia
te
ly
 b
ef
or
e 
or
 a
ft
er
 y
ea
r-
en
d 
to
 d
et
er
m
in
e 
th
at
 th
e 
pr
op
er
 c
ut
of
f h
as
 b
ee
n 
ac
co
m
pl
ish
ed
.
Co
nf
ir
m
 s
el
ec
te
d 
go
od
-f
ai
th
 d
ep
os
its
 a
nd
 re
so
lv
e 
ex
ce
pt
io
ns
.
Te
st
 th
e 
ag
in
g 
of
 d
ef
er
re
d 
de
bi
ts
.
Te
st
 s
el
ec
te
d 
ite
m
s 
fo
r p
ro
pr
ie
ty
.
O
bt
ai
n 
re
se
rv
e 
po
lic
y 
an
d 
de
te
rm
in
e 
co
m
pl
ia
nc
e.
D
et
er
m
in
e 
th
e 
ad
eq
ua
cy
 o
f r
es
er
ve
s.
Te
st
 p
ro
ce
du
re
s 
fo
r p
er
fo
rm
in
g 
fin
al
 a
cc
ou
nt
in
g 
on
 u
nd
er
w
ri
tin
g 
de
al
s, 
in
cl
ud
in
g 
re
ve
nu
e 
an
d 
ex
pe
ns
e 
al
lo
ca
tio
ns
 a
nd
 th
e 
tim
el
in
es
s 
of
 th
ei
r p
ro
ce
du
re
s.
Te
st
 p
ro
ce
du
re
s f
or
 c
om
m
un
ic
at
in
g 
si
gn
ifi
ca
nt
 in
fo
rm
at
io
n 
re
la
tin
g 
to
 p
en
di
ng
 d
ea
ls
 to
 
th
e 
ap
pr
op
ri
at
e 
fin
an
ci
al
 u
ni
ts
.
__
__
__
__
__
__
_
A
u
di
t 
O
bj
ec
ti
ve
s_
__
__
__
__
__
__
__
Co
nt
ro
ls 
ar
e 
ad
eq
ua
te
 o
ve
r t
he
 r
ec
on
ci
lia
tio
n 
of
 
re
or
ga
ni
za
tio
n 
ac
co
un
ts
, i
nc
lu
di
ng
 th
e 
id
en
tif
ic
at
io
n 
of
 co
nv
er
sio
n,
 r
at
io
 
ou
t-
of
-b
al
an
ce
 c
on
di
tio
ns
.
R
es
er
ve
 a
m
ou
nt
s 
ar
e 
su
ff
ic
ie
nt
 r
el
at
iv
e 
to
 
ex
po
su
re
 r
es
ul
ti
ng
 fr
om
 su
sp
en
se
 r
el
at
ed
 a
nd
 
ag
ed
 it
em
s.
R
eo
rg
an
iz
at
io
n-
re
la
te
d 
am
ou
nt
s 
ar
e 
pr
op
er
ly
 
cl
as
si
fie
d 
in
 th
e 
fin
an
ci
al
 s
ta
te
m
en
ts
.
D
ef
er
re
d 
re
ve
nu
es
, e
xp
en
se
s 
an
d 
go
od
-f
ai
th
 
de
po
si
ts
 fr
om
 in
ve
st
m
en
t b
an
ki
ng
/u
nd
er
w
ri
tin
g 
de
al
s 
ar
e 
re
co
rd
ed
 in
 th
e 
pr
op
er
 p
er
io
d.
D
ef
er
re
d 
de
bi
ts
 a
nd
 c
re
di
ts
 a
re
 p
ro
pe
rl
y 
ag
ed
.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
re
la
tiv
e 
to
 
ex
po
su
re
.
R
ev
en
ue
s 
an
d 
ex
pe
ns
es
 r
el
at
ed
 to
 in
ve
st
m
en
t 
ba
nk
in
g 
ac
tiv
ity
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
A
ud
it
A
ss
er
ti
on
s
V
al
ua
tio
n
Pr
es
en
ta
tio
n
V
al
id
ity
/
Co
m
pl
et
en
es
s
R
ec
or
di
ng
V
al
ua
tio
n
Cu
to
ff
G
ro
up
 o
f 
A
cc
ou
nt
s
D
ef
er
re
d
In
ve
st
m
en
t
Ba
nk
in
g
R
ev
en
ue
s 
an
d
Ex
pe
ns
es
/
G
oo
d 
Fa
it
h
D
ep
os
its
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Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
di
vi
de
nd
 a
nd
 in
te
re
st
 r
ec
ei
va
bl
e/
pa
ya
bl
e 
am
ou
nt
s. 
U
nd
er
st
an
d 
th
e 
co
m
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s o
ve
r 
re
co
rd
in
g,
 c
ol
le
ct
in
g,
 a
nd
 
di
sb
ur
si
ng
 d
iv
id
en
ds
 a
nd
 in
te
re
st
 to
 fi
rm
 a
nd
 c
us
to
m
er
 a
cc
ou
nt
s.
Te
st
 th
e 
re
so
lu
tio
ns
 o
f s
el
ec
te
d 
di
vi
de
nd
 (s
to
ck
 a
nd
 c
as
h)
 a
nd
 in
te
re
st
 r
ec
ei
va
bl
e 
an
d 
pa
ya
bl
e 
am
ou
nt
s 
by
 m
on
ito
ri
ng
 s
ub
se
qu
en
t c
ol
le
ct
io
ns
 a
nd
 p
ay
m
en
ts
.
Te
st
 p
ro
ce
du
re
s f
or
 c
om
pl
yi
ng
 w
ith
 s
ta
te
 e
sc
he
at
 la
w
s.
Te
st
 c
on
tr
ol
s 
re
la
te
d 
to
—
—
 A
cc
ur
at
el
y 
re
co
rd
in
g 
di
vi
de
nd
 a
nd
 in
te
re
st
 a
cc
ru
al
s 
on
 re
co
rd
 d
at
e,
 a
nd
 p
ay
m
en
ts
 o
n 
pa
y 
da
te
.
—
 I
de
nt
ify
in
g 
an
d 
re
co
rd
in
g 
un
an
no
un
ce
d 
di
vi
de
nd
s r
ec
ei
ve
d.
Te
st
 se
le
ct
ed
 it
em
s 
fo
r p
ro
pr
ie
ty
 to
 e
ns
ur
e 
th
at
 o
nl
y 
au
th
or
iz
ed
 d
iv
id
en
d 
an
d 
in
te
re
st
 
tr
an
sa
ct
io
ns
 a
re
 p
ro
ce
ss
ed
 (t
ha
t i
s, 
ex
cl
ud
e 
cu
st
om
er
s w
ho
 w
ill
 r
ec
ei
ve
 p
ay
m
en
ts
 d
ir
ec
tly
 
fr
om
 th
e 
pa
yi
ng
 a
ge
nt
).
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 a
ge
d 
ite
m
s.
Te
st
 p
ro
ce
du
re
s 
fo
r 
ag
in
g 
di
vi
de
nd
s 
an
d 
in
te
re
st
 it
em
s 
an
d 
de
te
rm
in
in
g 
co
lle
ct
ib
ili
ty
. 
D
et
er
m
in
e 
th
at
 r
es
er
ve
s 
ar
e 
su
ffi
ci
en
t r
el
at
iv
e 
to
 e
xp
os
ur
e.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s.
—
 D
iv
id
en
d 
an
d 
in
te
re
st
 a
m
ou
nt
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
.
Te
st
 p
ro
ce
du
re
s f
or
 re
co
rd
in
g 
di
vi
de
nd
s 
an
d 
in
te
re
st
 re
ce
iv
ab
le
s 
an
d 
pa
ya
bl
es
.
Te
st
 th
at
 th
e 
am
ou
nt
s 
re
co
rd
ed
 fo
r 
di
vi
de
nd
s 
an
d 
in
te
re
st
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 
pe
ri
od
 b
y 
re
ca
lc
ul
at
in
g 
st
oc
k 
di
vi
de
nd
s 
an
d 
bo
nd
 in
te
re
st
 o
n 
a 
te
st
 b
as
is
 a
nd
 a
gr
ee
in
g 
th
os
e 
am
ou
nt
s 
to
 th
e 
ge
ne
ra
l l
ed
ge
r.
Te
st
 th
e 
pe
ri
od
ic
 c
ou
nt
 o
f s
ec
ur
iti
es
 o
n 
ha
nd
, o
n 
de
po
sit
, a
nd
 in
 tr
an
si
t t
hr
ou
gh
 
ob
se
rv
at
io
n 
an
d 
co
nf
ir
m
at
io
n.
Co
nf
ir
m
 s
el
ec
te
d 
tr
an
sf
er
 p
os
iti
on
s 
w
ith
 tr
an
sf
er
 a
ge
nt
s 
fo
r s
ec
ur
iti
es
 p
en
di
ng
 tr
an
sf
er
 
of
 ti
tle
, e
xc
ha
ng
e,
 o
r r
ed
em
pt
io
n.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s f
or
 th
e 
fo
llo
w
in
g:
—
 W
ith
dr
aw
al
 o
f s
ec
ur
iti
es
 fr
om
 th
e 
va
ul
t o
r b
ox
 fo
r 
de
liv
er
ie
s 
by
 a
ut
ho
ri
ze
d 
pe
rs
on
ne
l.
—
 S
eg
re
ga
tio
n 
of
 d
ut
ie
s b
et
w
ee
n 
pe
rs
on
ne
l r
es
po
ns
ib
le
 fo
r b
al
an
ci
ng
 c
as
h 
an
d 
re
la
te
d 
se
cu
ri
tie
s 
po
sit
io
ns
.
(C
on
ti
n
ue
d)
D
iv
id
en
d 
an
d 
in
te
re
st
 r
ec
ei
va
bl
es
/p
ay
ab
le
s 
ar
e 
fa
ir
ly
 st
at
ed
.
N
ot
ifi
ca
tio
n 
of
 d
iv
id
en
ds
 a
re
 p
ro
pe
rl
y 
de
te
ct
ed
, 
an
d 
on
ly
 a
ut
ho
ri
ze
d 
tr
an
sa
ct
io
ns
 a
re
 r
ec
or
de
d.
C
as
h 
an
d 
st
oc
k 
di
vi
de
nd
 a
nd
 in
te
re
st
 r
ec
ei
va
bl
es
 
ar
e 
pr
op
er
ly
 a
ge
d,
 a
nd
 r
es
er
ve
s 
th
at
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e 
ar
e 
es
ta
bl
is
he
d.
D
iv
id
en
d 
an
d 
in
te
re
st
 r
ec
ei
va
bl
e 
an
d 
pa
ya
bl
e 
am
ou
nt
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
 in
 th
e 
fin
an
ci
al
 
st
at
em
en
ts
.
D
iv
id
en
ds
 a
nd
 in
te
re
st
 r
ec
ei
va
bl
es
 a
nd
 p
ay
ab
le
s 
ar
e 
re
co
rd
ed
 in
 th
e 
pr
op
er
 p
er
io
d.
Po
si
tio
ns
 li
st
ed
 o
n 
th
e 
se
cu
ri
tie
s 
re
co
rd
 a
s 
ph
ys
ic
al
ly
 o
n 
ha
nd
, a
t d
ep
os
ito
ri
es
, a
t c
us
to
di
an
s, 
or
 a
t t
ra
ns
fe
r 
ag
en
ts
 a
re
 a
cc
ur
at
e.
W
ith
dr
aw
al
s 
of
 se
cu
ri
tie
s f
ro
m
 v
au
lt
 o
r b
ox
 
lo
ca
tio
ns
 a
re
 a
ut
ho
ri
ze
d 
an
d 
va
lid
.
V
al
id
ity
/
Co
m
pl
et
en
es
s
Re
co
rd
in
g
V
al
ua
tio
n
Pr
es
en
ta
tio
n
Cu
to
ff
V
al
id
ity
/
Co
m
pl
et
en
es
s
D
iv
id
en
d 
an
d 
In
te
re
st
 
R
ec
ei
va
bl
es
/ 
Pa
ya
bl
es
Se
cu
ri
tie
s
Lo
ca
tio
ns
:
• 
Ph
ys
ic
al
/ 
V
au
lt
• 
D
ep
os
ito
ri
es
• 
C
us
to
di
an
s
• 
In
-T
ra
ns
it
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E
xa
m
pl
es
 o
f S
ub
st
an
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s
Te
st
 c
om
pl
ia
nc
e 
w
ith
 c
on
tr
ol
s f
or
 th
e 
fo
llo
w
in
g:
—
 B
al
an
ci
ng
 th
e 
st
oc
k 
re
co
rd
.
—
 P
er
fo
rm
in
g 
bo
x 
re
co
nc
ili
at
io
ns
 b
et
w
ee
n 
ac
tu
al
 p
os
iti
on
s 
an
d 
re
co
rd
ed
 p
os
iti
on
s.
—
 R
es
ol
vi
ng
 se
cu
ri
ty
 c
ou
nt
 d
iff
er
en
ce
s.
Te
st
 p
ro
ce
du
re
s 
fo
r r
ec
or
di
ng
 se
cu
ri
tie
s m
ov
em
en
ts
 b
et
w
ee
n 
br
an
ch
es
, 
cu
st
od
ia
ns
, a
nd
 tr
an
sf
er
 a
ge
nt
s.
Te
st
 r
ec
on
ci
lia
tio
ns
 o
f b
ra
nc
h 
bo
x 
po
sit
io
ns
 w
ith
 th
e 
re
co
rd
ed
 p
os
iti
on
s 
at
 th
e 
ho
m
e 
of
fic
e.
 
Te
st
 th
e 
se
cu
ri
tie
s 
re
co
rd
 to
 e
ns
ur
e 
it 
ba
la
nc
es
.
Te
st
 th
e 
ar
ith
m
et
ic
 a
cc
ur
ac
y 
of
 th
e 
se
cu
ri
tie
s 
re
co
rd
 fo
r 
se
le
ct
 se
cu
ri
tie
s.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 c
om
m
iss
io
n 
re
ve
nu
e 
ba
se
d 
on
 in
de
pe
nd
en
t v
ar
ia
bl
es
 
su
ch
 a
s 
th
e 
fo
llo
w
in
g:
—
 C
om
m
is
si
on
 r
at
es
 (f
ul
l a
nd
 d
isc
ou
nt
ed
).
—
 N
um
be
r 
of
 tr
an
sa
ct
io
ns
 a
nd
 th
e 
av
er
ag
e 
sh
ar
es
 p
er
 tr
ad
e.
—
 T
he
 r
et
ai
l/i
ns
tit
ut
io
na
l m
ix
.
—
 I
nd
us
tr
y 
tr
en
ds
.
Pe
rf
or
m
 d
et
ai
l t
es
t o
f c
om
m
iss
io
n 
am
ou
nt
s 
fo
r 
se
le
ct
ed
 tr
ad
es
 (t
es
t o
f 
tr
an
sa
ct
io
ns
):
—
 A
gr
ee
 c
om
m
iss
io
n 
pe
r t
ra
de
 ti
ck
et
 to
 a
pp
ro
ve
d 
co
m
m
iss
io
n 
ra
te
 s
ch
ed
ul
e.
—
 A
gr
ee
 c
om
m
iss
io
n 
fr
om
 ti
ck
et
 to
 d
ai
ly
 su
m
m
ar
y.
—
 A
gr
ee
 to
ta
l p
er
 s
um
m
ar
y 
to
 a
pp
ro
pr
ia
te
 g
en
er
al
 le
dg
er
 a
cc
ou
nt
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
an
d 
an
al
yz
e 
un
us
ua
l v
ar
ia
tio
ns
—
—
 Q
ua
rt
er
-t
o-
qu
ar
te
r.
—
 Y
ea
r-
to
-y
ea
r.
Be
gi
nn
in
g 
w
ith
 s
ou
rc
e 
do
cu
m
en
ta
tio
n,
 r
ec
al
cu
la
te
 th
e 
co
m
m
iss
io
n 
re
ve
nu
e 
on
 a
 s
am
pl
e 
ba
si
s 
an
d 
ag
re
e 
th
e 
am
ou
nt
s 
to
 th
os
e 
re
co
rd
ed
 in
 th
e 
ge
ne
ra
l l
ed
ge
r.
Pe
rf
or
m
 d
et
ai
l t
es
t o
f r
ea
liz
ed
 r
ev
en
ue
 r
ec
og
ni
ze
d 
on
 se
le
ct
ed
 p
ri
nc
ip
al
 tr
an
sa
ct
io
ns
:
—
 A
gr
ee
 s
el
ec
te
d 
tr
an
sa
ct
io
ns
 to
 g
en
er
al
 le
dg
er
 a
nd
 s
to
ck
 re
co
rd
 a
ct
iv
ity
.
—
 D
et
er
m
in
e 
th
e 
op
en
in
g 
m
ar
ke
t v
al
ue
 (c
os
t b
as
is
) 
an
d 
th
e 
tr
an
sa
ct
io
n 
pr
ic
e 
to
 
re
ca
lc
ul
at
e 
th
e 
ga
in
 o
r l
os
s 
on
 th
e 
se
le
ct
ed
 tr
an
sa
ct
io
ns
.
—
 A
gr
ee
 th
e 
un
re
al
iz
ed
 g
ai
n 
or
 lo
ss
 to
 th
e 
da
ily
 su
m
m
ar
y.
Pe
rf
or
m
 d
et
ai
l t
es
t o
f u
nr
ea
liz
ed
 g
ai
ns
 a
nd
 lo
ss
es
 b
y 
ve
ri
fy
in
g 
cl
os
in
g 
pr
ic
es
 to
 
in
de
pe
nd
en
t p
ri
ce
 s
ou
rc
es
 a
nd
 r
ec
al
cu
la
ti
ng
 d
ai
ly
 p
ro
fit
 a
nd
 lo
ss
 (P
&
L)
 fo
r 
se
le
ct
ed
 
pr
in
ci
pa
l t
ra
ns
ac
tio
ns
.
A
u
di
t 
O
bj
ec
ti
ve
s
D
iff
er
en
ce
s 
di
sc
ov
er
ed
 a
s 
a 
re
su
lt 
of
 se
cu
ri
ty
 
co
un
ts
 o
r v
er
ifi
ca
tio
ns
 a
re
 r
ec
or
de
d 
an
d 
re
so
lv
ed
 
on
 a
 ti
m
el
y 
ba
si
s.
Th
e 
m
ov
em
en
t o
f s
ec
ur
iti
es
 is
 p
ro
pe
rl
y 
re
co
rd
ed
.
Po
si
tio
ns
 li
st
ed
 o
n 
th
e 
se
cu
ri
tie
s r
ec
or
d 
ar
e 
co
m
pl
et
e.
C
om
m
is
si
on
 re
ve
nu
e 
is
 fa
ir
ly
 st
at
ed
.
Co
m
m
is
sio
n 
re
ve
nu
e 
is
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 
pe
rio
d.
Pr
in
ci
pa
l t
ra
ns
ac
tio
n 
re
ve
nu
e 
ea
rn
ed
 fr
om
 fi
rm
 
tr
ad
in
g 
is
 fa
ir
ly
 st
at
ed
.
A
ud
it
A
ss
er
ti
on
s
Re
co
rd
in
g
Co
m
pl
et
en
es
s
V
al
id
ity
/
C
om
pl
et
en
es
s
Cu
to
ff
V
al
id
ity
/
C
om
pl
et
en
es
s
G
ro
up
 o
f 
A
cc
ou
nt
s
Se
cu
ri
tie
s
Re
co
rd
Co
m
m
iss
io
n
R
ev
en
ue
Pr
in
ci
pa
l
Tr
an
sa
ct
io
n
Re
ve
nu
e
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Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
an
d 
an
al
yz
e 
un
us
ua
l v
ar
ia
nc
es
—
—
 Q
ua
rt
er
-t
o-
qu
ar
te
r.
—
 Y
ea
r-
to
-y
ea
r.
Be
gi
nn
in
g 
w
ith
 so
ur
ce
 d
oc
um
en
ta
tio
n,
 r
ec
al
cu
la
te
 th
e 
pr
in
ci
pa
l t
ra
ns
ac
tio
ns
 r
ev
en
ue
 o
n 
a 
sa
m
pl
e 
ba
si
s 
an
d 
ag
re
e 
th
e 
am
ou
nt
s t
o 
th
e 
ge
ne
ra
l l
ed
ge
r.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
on
 in
te
re
st
 r
ev
en
ue
/e
xp
en
se
 b
as
ed
 o
n 
th
e 
fo
llo
w
in
g:
—
 W
ei
gh
te
d 
av
er
ag
e 
ba
la
nc
es
 in
 c
us
to
m
er
 m
ar
gi
n,
 fi
rm
 in
ve
nt
or
y,
 s
to
ck
 b
or
ro
w
/lo
an
ed
, 
an
d 
re
po
/r
es
al
e 
ac
co
un
ts
.
—
 W
ei
gh
te
d 
av
er
ag
e 
ba
la
nc
es
 o
ut
st
an
di
ng
 in
 c
om
m
er
ci
al
 p
ap
er
, b
an
k 
lo
an
s, 
af
fil
ia
te
d 
lo
an
s, 
sh
or
t-
te
rm
 d
eb
t, 
an
d 
lo
ng
-t
er
m
 d
eb
t.
—
 A
ve
ra
ge
 in
te
re
st
 r
at
es
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s 
an
d 
an
al
yz
e 
un
us
ua
l v
ar
ia
nc
es
—
—
 Q
ua
rt
er
-t
o-
qu
ar
te
r.
—
 Y
ea
r-
to
-y
ea
r.
Fo
r i
nt
er
es
t r
ev
en
ue
, b
eg
in
ni
ng
 w
ith
 s
ou
rc
e 
do
cu
m
en
ta
tio
n,
 r
ec
al
cu
la
te
 in
te
re
st
 r
ev
en
ue
 
on
 a
 s
am
pl
e 
ba
si
s 
an
d 
ag
re
e 
th
e 
am
ou
nt
s 
to
 th
e 
ge
ne
ra
l l
ed
ge
r.
Fo
r i
nt
er
es
t e
xp
en
se
, b
eg
in
ni
ng
 w
ith
 th
e 
ge
ne
ra
l l
ed
ge
r b
al
an
ce
s, 
ag
re
e 
th
e 
am
ou
nt
s 
to
 
so
ur
ce
 d
oc
um
en
ta
tio
n 
an
d 
re
ca
lc
ul
at
io
ns
.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
in
ve
st
m
en
t b
an
ki
ng
 re
ve
nu
e 
as
 it
 r
el
at
es
 to
 th
e 
fo
llo
w
in
g:
—
 N
um
be
r 
an
d 
av
er
ag
e 
siz
e 
of
 in
iti
al
 p
ub
lic
 o
ff
er
in
g 
(I
PO
) t
ra
ns
ac
tio
ns
.
—
 T
he
 e
qu
ity
/fi
xe
d-
in
co
m
e 
un
de
rw
ri
tin
g 
m
ix
.
—
 I
nd
us
tr
y 
tr
en
ds
 fo
r 
un
de
rw
ri
tin
g 
fe
e 
pe
rc
en
ta
ge
s.
Pe
rf
or
m
 d
et
ai
l t
es
t o
f s
el
ec
te
d 
de
al
s, 
as
 fo
llo
w
s:
—
 O
bt
ai
n 
cl
ie
nt
 fi
le
s f
or
 se
le
ct
ed
 d
ea
ls
.
—
 A
gr
ee
 a
ll 
pe
rt
in
en
t d
et
ai
ls
 fr
om
 p
ro
sp
ec
tu
s 
to
 c
lie
nt
 fi
le
s 
(t
ha
t i
s, 
am
ou
nt
 o
f i
ss
ue
, f
ee
s 
pe
r 
un
it)
.
—
 R
ec
al
cu
la
te
 u
nd
er
w
ri
tin
g 
fe
es
 fo
r 
th
e 
se
le
ct
ed
 d
ea
ls
 b
as
ed
 o
n 
in
de
pe
nd
en
t 
do
cu
m
en
ta
tio
n.
—
 A
gr
ee
 to
 a
pp
ro
pr
ia
te
 g
en
er
al
 le
dg
er
 a
cc
ou
nt
 a
nd
 in
ve
st
ig
at
e 
m
at
er
ia
l v
ar
ia
nc
e.
Te
st
 p
ro
ce
du
re
s f
or
 p
er
fo
rm
in
g 
fin
al
 a
cc
ou
nt
in
gs
 o
n 
un
de
rw
ri
tin
g 
de
al
s 
(t
ha
t i
s, 
ex
pe
ns
e 
al
lo
ca
tio
ns
 a
nd
 ti
m
el
in
es
s)
.
D
et
er
m
in
e 
w
he
th
er
 r
es
er
ve
s 
ar
e 
ad
eq
ua
te
 r
el
at
iv
e 
to
 e
xp
os
ur
e 
(t
ha
t i
s, 
lit
ig
at
io
n 
co
nt
in
ge
nc
ie
s)
.
(C
on
ti
n
ue
d)
Pr
in
ci
pa
l t
ra
ns
ac
tio
n 
re
ve
nu
e 
is
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
In
te
re
st
 re
ve
nu
e/
ex
pe
ns
e 
on
 fi
rm
 p
os
iti
on
s 
an
d 
cu
st
om
er
 m
ar
gi
n 
ac
co
un
ts
 a
re
 fa
ir
ly
 st
at
ed
.
In
te
re
st
 re
ve
nu
e 
an
d 
ex
pe
ns
es
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
R
ev
en
ue
s, 
ex
pe
ns
es
, a
nd
 g
oo
d-
fa
ith
 d
ep
os
its
 fr
om
 
un
de
rw
ri
tin
g 
de
al
s 
ar
e 
fa
ir
ly
 st
at
ed
.
Fi
na
l a
cc
ou
nt
in
gs
 fo
r m
an
ag
ed
 u
nd
er
w
ri
tin
g 
de
al
s,
 in
cl
ud
in
g 
th
e 
al
lo
ca
tio
ns
 o
f e
xp
en
se
s, 
ar
e 
co
m
pl
et
ed
 o
n 
a 
tim
el
y 
ba
si
s.
R
es
er
ve
s 
ar
e 
pr
op
er
ly
 e
st
ab
lis
he
d 
to
 a
de
qu
at
el
y 
re
fle
ct
 e
xp
os
ur
e.
Cu
to
ff
V
al
id
ity
/
Co
m
pl
et
en
es
s
Cu
to
ff
V
al
id
ity
/
Co
m
pl
et
en
es
s
V
al
ua
tio
n
In
te
re
st
R
ev
en
ue
/
Ex
pe
ns
e
In
ve
st
m
en
t
Ba
nk
in
g
U
nd
er
w
ri
tin
g
R
ev
en
ue
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G
ro
up
 o
f 
A
cc
ou
nt
s
Co
m
pe
ns
at
io
n
Ex
pe
ns
e In
 D
ec
em
be
r 2
00
3,
 th
e 
FA
SB
 is
su
ed
 F
A
SB
 S
ta
te
m
en
t N
o.
 1
32
 (r
ev
ise
d 
20
03
), 
th
at
 re
vi
se
s e
m
pl
oy
er
s’ 
di
sc
lo
su
re
s a
bo
ut
 p
en
sio
n 
pl
an
s a
nd
 o
th
er
 p
os
tr
et
ire
m
en
t b
en
ef
it 
pl
an
s. 
It
 d
oe
s n
ot
 ch
an
ge
 
th
e 
m
ea
su
re
m
en
t o
r r
ec
og
ni
tio
n 
of
 th
os
e 
pl
an
s r
eq
ui
re
d 
by
 F
A
SB
 S
ta
te
m
en
ts
 N
o.
 8
7,
 E
m
pl
oy
er
s’ 
A
cc
ou
nt
in
g 
fo
r 
Pe
ns
io
ns
, N
o.
 8
8,
 E
m
pl
oy
er
s’ 
A
cc
ou
nt
in
g 
fo
r 
Se
tt
le
m
en
ts
 a
n
d 
C
ur
ta
ilm
en
ts
 o
f D
ef
in
ed
 
Be
ne
fi
t 
Pe
ns
io
n 
P
la
n
s 
an
d 
fo
r 
Te
rm
in
at
io
n 
Be
ne
fi
ts
, 
an
d 
N
o.
 1
06
, E
m
pl
oy
er
s’ 
A
cc
ou
nt
in
g 
fo
r 
Po
st
re
ti
re
m
en
t 
B
en
ef
it
s 
O
th
er
 T
ha
n 
Pe
ns
io
ns
. T
hi
s 
St
at
em
en
t 
re
ta
in
s 
th
e 
di
sc
lo
su
re
 r
eq
ui
re
m
en
ts
 
co
nt
ai
ne
d 
in
 F
A
SB
 S
ta
te
m
en
t N
o.
 1
32
, E
m
pl
oy
er
s’ 
D
is
cl
os
ur
es
 a
bo
ut
 P
en
si
on
s 
an
d 
O
th
er
 P
os
tr
et
ir
em
en
t B
en
ef
it
s,
 w
hi
ch
 it
 r
ep
la
ce
s. 
It
 r
eq
ui
re
s 
ad
di
tio
na
l d
is
cl
os
ur
es
 to
 th
os
e 
in
 th
e 
or
ig
in
al
 
St
at
em
en
t N
o.
 1
32
 a
bo
ut
 th
e 
as
se
ts
, o
bl
ig
at
io
ns
, c
as
h 
flo
w
s, 
an
d 
ne
t p
er
io
di
c 
be
ne
fit
 c
os
t o
f d
ef
in
ed
 b
en
ef
it 
pe
ns
io
n 
pl
an
s 
an
d 
ot
he
r d
ef
in
ed
 b
en
ef
it 
po
st
re
tir
em
en
t p
la
ns
. T
he
 r
eq
ui
re
d 
in
fo
rm
at
io
n 
sh
ou
ld
 b
e 
pr
ov
id
ed
 se
pa
ra
te
ly
 fo
r 
pe
ns
io
n 
pl
an
s 
an
d 
fo
r o
th
er
 p
os
tr
et
ir
em
en
t b
en
ef
it 
pl
an
s.
Th
e 
gu
id
an
ce
 is
 e
ffe
ct
iv
e 
fo
r f
isc
al
 y
ea
rs
 e
nd
in
g 
af
te
r 
D
ec
em
be
r 
15
, 2
00
3,
 a
nd
 fo
r q
ua
rt
er
s 
be
gi
nn
in
g 
af
te
r 
D
ec
em
be
r 
15
, 2
00
3.
A
u
di
t
A
ss
er
ti
on
s
Pr
es
en
ta
tio
n
C
ut
of
f
V
al
id
ity
/
Co
m
pl
et
en
es
s
Pr
es
en
ta
tio
n
C
ut
of
f
__
__
__
__
__
__
_
A
u
di
t 
O
bj
ec
ti
ve
s_
__
__
__
__
__
__
__
In
ve
st
m
en
t b
an
ki
ng
 re
ve
nu
es
 a
nd
 e
xp
en
se
s 
ar
e 
pr
op
er
ly
 c
la
ss
ifi
ed
 in
 th
e 
fin
an
ci
al
 s
ta
te
m
en
ts
.
In
ve
st
m
en
t b
an
ki
ng
 re
ve
nu
e 
is
 a
cc
ur
at
el
y 
re
co
rd
ed
 in
 th
e 
pr
op
er
 p
er
io
d.
Co
m
pe
ns
at
io
n 
ex
pe
ns
e 
is
 fa
ir
ly
 st
at
ed
.
C
om
pe
ns
at
io
n 
ex
pe
ns
e 
is
 p
ro
pe
rl
y 
di
sc
lo
se
d 
in
 th
e 
fin
an
ci
al
 st
at
em
en
ts
.
Co
m
pe
ns
at
io
n 
ex
pe
ns
es
 in
cu
rr
ed
 a
re
 r
ec
or
de
d 
in
 
th
e 
pr
op
er
 p
er
io
d.
__
__
__
__
__
__
__
_
E
xa
m
pl
es
 o
f S
ub
st
an
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s_
__
__
__
__
__
__
__
__
_
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s.
R
ec
al
cu
la
te
 th
e 
re
co
rd
ed
 r
ev
en
ue
 a
m
ou
nt
s 
an
d 
de
te
rm
in
e 
w
he
th
er
 th
e 
am
ou
nt
s 
w
er
e 
re
co
rd
ed
 in
 th
e 
pr
op
er
 p
er
io
d.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
co
m
pe
ns
at
io
n 
am
ou
nt
s 
fo
r 
sa
la
ri
es
 a
nd
 c
om
m
iss
io
n 
em
pl
oy
ee
s b
as
ed
 o
n 
th
e 
fo
llo
w
in
g:
—
 N
um
be
r 
of
 em
pl
oy
ee
s.
—
 A
ve
ra
ge
 s
al
ar
y 
in
cr
ea
se
s.
—
 T
ot
al
 c
om
m
iss
io
n 
re
ve
nu
e 
ve
rs
us
 c
om
m
iss
io
n 
pa
yo
ut
s.
—
 T
ot
al
 in
ve
st
m
en
t b
an
ki
ng
 a
nd
 p
ri
nc
ip
al
 t
ra
di
ng
 re
ve
nu
es
 v
er
su
s 
bo
nu
s p
ay
ou
ts
.
—
 A
dd
iti
on
al
 in
ce
nt
iv
e 
co
m
pe
ns
at
io
n 
pl
an
s.
Pe
rf
or
m
 m
in
i-
m
ax
 te
st
 o
f c
om
pe
ns
at
io
n 
ex
pe
ns
e 
ba
se
d 
on
 in
de
pe
nd
en
t r
ec
or
ds
 m
ai
nt
ai
ne
d 
by
 th
e 
pe
rs
on
ne
l d
ep
ar
tm
en
t.
Te
st
 in
ce
nt
iv
e 
co
m
pe
ns
at
io
n 
sc
he
du
le
 a
nd
 r
ec
on
ci
le
 p
ay
ro
ll 
am
ou
nt
s 
to
 th
e 
ge
ne
ra
l 
le
dg
er
 a
nd
 fi
na
nc
ia
l s
ta
te
m
en
ts
.
D
et
er
m
in
e 
th
e 
ap
pr
op
ri
at
en
es
s 
of
 fi
na
nc
ia
l s
ta
te
m
en
t p
re
se
nt
at
io
n 
an
d 
re
la
te
d 
di
sc
lo
su
re
s.
—
 P
en
si
on
-r
el
at
ed
 a
m
ou
nt
s 
ar
e 
pr
op
er
ly
 d
isc
lo
se
d.
—
 A
pp
lic
ab
le
 a
m
ou
nt
s 
ar
e 
co
nf
ir
m
ed
 w
ith
 a
n 
ac
tu
ar
y.
Te
st
 su
bs
eq
ue
nt
 p
ay
ro
ll 
ch
ec
ks
 to
 e
m
pl
oy
ee
s 
on
 a
 s
am
pl
e 
ba
si
s 
to
 e
ns
ur
e 
th
at
 th
e 
co
m
pe
ns
at
io
n 
ex
pe
ns
e 
re
la
te
d 
to
 th
e 
pa
ym
en
t w
as
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 p
er
io
d.
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O
th
er
Ex
pe
ns
es
:
• 
Br
ok
er
ag
e 
an
d 
Cl
ea
ri
ng
• 
D
ep
re
ci
at
io
n
• 
O
cc
up
an
cy
• 
Co
m
m
un
i­
ca
tio
ns
• 
Pr
of
es
si
on
al
 
Fe
es
• 
A
dv
er
tis
in
g
• 
Su
pp
lie
s
Ta
xe
s
R
eg
ul
at
or
y
† 
In
 A
pr
il 
20
03
, t
he
 A
SB
 is
su
ed
 an
 am
en
dm
en
t o
f I
nt
er
pr
et
at
io
n 
No
. 2
, “
Th
e 
Ef
fe
ct
 o
f a
n 
In
ab
ili
ty
 to
 O
bt
ai
n 
Ev
id
en
tia
l M
at
te
r R
el
at
in
g t
o 
In
co
m
e T
ax
 A
cc
ru
al
s, 
of
 SA
S 
No
. 3
1,
 E
vi
de
nt
ia
l M
at
te
r.”
 
Th
e a
m
en
de
d i
nt
er
pr
et
at
io
n 
pr
ov
id
es
 ad
di
tio
na
l g
ui
da
nc
e r
eg
ar
di
ng
 th
e a
ud
ito
r’s
 do
cu
m
en
ta
tio
n 
of
 th
e r
es
ul
ts
 of
 au
di
tin
g p
ro
ce
du
re
s d
ire
ct
ed
 at
 th
e t
ax
 ac
co
un
ts 
an
d r
el
at
ed
 di
sc
lo
su
re
s. 
Th
e i
nt
er
pr
et
at
io
n 
al
so
 a
dd
re
ss
es
 th
e 
au
di
to
r’s
 n
ee
d 
fo
r a
cc
es
s t
o 
th
e 
ad
vi
ce
 o
r o
pi
ni
on
 o
f a
 c
lie
nt
’s 
ou
tsi
de
 ta
x 
ad
vi
se
r a
nd
 th
e 
au
di
to
r’s
 d
oc
um
en
ta
tio
n 
of
 su
ch
 a
dv
ic
e 
or
 o
pi
ni
on
.
(C
on
ti
n
ue
d)
V
al
id
ity
/ 
O
th
er
 e
xp
en
se
s 
ar
e 
fa
ir
ly
 st
at
ed
.
C
om
pl
et
en
es
s
Cu
to
ff 
A
ll 
ot
he
r e
xp
en
se
s i
nc
ur
re
d 
ar
e 
re
co
rd
ed
 in
 th
e
pr
op
er
 p
er
io
d.
V
al
id
ity
/ 
Ta
x 
ex
pe
ns
e 
is
 fa
ir
ly
 s
ta
te
d†
C
om
pl
et
en
es
s
R
ul
e 
15
c3
-1
 
N
et
 c
ap
it
al
 is
 p
ro
pe
rl
y 
co
m
pu
te
d 
an
d 
m
in
im
um
 
re
qu
ir
em
en
ts
 m
et
, i
n 
ac
co
rd
an
ce
 w
ith
 S
EC
 r
ul
e 
15
c3
-1
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
ex
pe
ns
e 
am
ou
nt
s 
ba
se
d 
on
 re
le
va
nt
 v
ar
ia
bl
es
 a
nd
 
re
la
tio
ns
hi
ps
.
Pe
rf
or
m
 t
es
t o
f t
ra
ns
ac
ti
on
s 
on
 se
le
ct
ed
 e
xp
en
se
 it
em
s; 
ag
re
e 
su
pp
or
tin
g 
do
cu
m
en
ta
tio
n 
to
 
re
co
rd
ed
 a
m
ou
nt
s.
R
ec
al
cu
la
te
 d
ep
re
ci
at
io
n 
an
d 
am
or
tiz
at
io
n 
am
ou
nt
s.
Te
st
 su
bs
eq
ue
nt
 p
ay
m
en
ts
 to
 d
et
er
m
in
e 
th
at
 e
xp
en
se
s 
pa
id
 a
re
 r
ec
or
de
d 
in
 th
e 
pr
op
er
 
pe
ri
od
.
Ta
x 
pe
rs
on
ne
l s
ca
n 
th
e 
re
co
nc
ili
at
io
n 
of
 bo
ok
 in
co
m
e 
to
 ta
xa
bl
e 
in
co
m
e.
D
et
er
m
in
e 
w
he
th
er
 d
oc
um
en
ta
tio
n 
su
pp
or
ts
 p
er
m
an
en
t a
nd
 te
m
po
ra
ry
 ta
x 
di
ff
er
en
ce
s.
Te
st
 p
ro
ce
du
re
s f
or
 c
om
pl
ia
nc
e 
w
ith
 th
e 
ne
t c
ap
it
al
 re
qu
ir
em
en
ts
 o
f S
EC
 r
ul
e 
15
c3
-1
. 
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
th
e 
ne
t c
ap
ita
l c
om
pu
ta
tio
n,
 in
cl
ud
in
g 
th
e 
fo
llo
w
in
g:
—
 N
on
al
lo
w
ab
le
 a
ss
et
s.
—
 S
ub
or
di
na
te
d 
de
bt
 a
dd
ed
.
—
 H
ai
rc
ut
s 
an
d 
ca
pi
ta
l c
ha
rg
es
 d
ed
uc
te
d.
Te
st
 n
on
al
lo
w
ab
le
 (i
lli
qu
id
) a
ss
et
s 
de
du
ct
ed
 in
 th
e 
ne
t c
ap
it
al
 c
om
pu
ta
tio
n 
as
 fo
llo
w
s:
—
 O
th
er
 b
ro
ke
r-
de
al
er
 re
ce
iv
ab
le
s.
—
 L
oa
ns
 to
 a
ff
ili
at
es
.
—
 P
ro
pe
rt
y,
 p
la
nt
, a
nd
 e
qu
ip
m
en
t.
—
 O
th
er
 n
on
al
lo
w
ab
le
 a
ss
et
s.
Te
st
 p
ro
ce
du
re
s f
or
 d
et
er
m
in
in
g 
an
d 
re
po
rt
in
g 
th
e 
fo
llo
w
in
g 
ite
m
s:
—
 N
et
 d
eb
it 
ca
sh
 re
co
nc
ili
ng
 it
em
s 
ag
ed
 o
ve
r 
7 
bu
si
ne
ss
 d
ay
s.
—
 D
iv
id
en
d-
 a
nd
 in
te
re
st
-r
el
at
ed
 a
ge
d 
ite
m
s.
—
 F
ai
l-
to
-r
ec
ei
ve
/d
el
iv
er
, s
ec
ur
iti
es
 lo
an
ed
/b
or
ro
w
ed
, a
nd
 r
ep
o/
re
sa
le
 it
em
s.
—
 S
us
pe
ns
e-
re
la
te
d 
ag
ed
 it
em
s.
—
 U
ns
ec
ur
ed
 a
nd
 p
ar
tl
y 
se
cu
re
d 
am
ou
nt
s i
n 
m
ar
gi
n 
cu
st
om
er
 a
cc
ou
nt
s.
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G
ro
up
 o
f 
A
u
di
t
A
cc
ou
nt
s 
A
ss
er
ti
on
s 
A
u
di
t 
O
bj
ec
ti
ve
s
N
et
 c
ap
ita
l i
s 
pr
op
er
ly
 re
du
ce
d 
fo
r h
ai
rc
ut
s 
on
 
fir
m
 in
ve
nt
or
y 
po
si
tio
ns
.
R
ul
e 
15
c3
-3
 
Po
ss
es
si
on
 a
nd
 c
on
tr
ol
 (P
&
C)
 r
eq
ui
re
m
en
ts
 a
re
 
m
et
 in
 a
cc
or
da
nc
e 
w
ith
 S
EC
 r
ul
e 
15
c3
-3
.
__
__
__
__
__
__
__
__
E
xa
m
pl
es
 o
f S
u
bs
ta
n
ti
ve
 T
es
ts
 a
n
d
 T
es
ts
 o
f C
on
tr
ol
s_
__
__
D
et
er
m
in
e t
ha
t a
llo
w
ab
le
 re
ce
iv
ab
le
s f
ro
m
 o
th
er
 b
ro
ke
r-
de
al
er
s a
re
 co
ve
re
d 
by
 P
A
IB
 a
gr
ee
m
en
ts
. 
Te
st
 th
e 
pr
oc
ed
ur
es
 fo
r c
om
pl
ia
nc
e 
w
ith
 c
ap
it
al
 c
ha
rg
es
 r
el
at
ed
 to
 b
uy
-in
 p
ro
vi
sio
ns
 fo
r 
fo
re
ig
n 
se
cu
ri
tie
s.
R
ea
d 
ag
re
em
en
ts
 fr
om
 th
e 
ex
am
in
in
g 
au
th
or
ity
, f
or
 e
xa
m
pl
e,
 th
e 
N
ew
 Y
or
k 
St
oc
k 
Ex
ch
an
ge
 su
pp
or
tin
g 
se
le
ct
ed
 su
bo
rd
in
at
ed
 li
ab
ili
ti
es
 tr
ea
te
d 
as
 g
oo
d 
ca
pi
ta
l f
or
 th
e 
ne
t c
ap
ita
l c
om
pu
ta
tio
n.
Co
nf
ir
m
 s
ub
or
di
na
tio
n 
ag
re
em
en
ts
.
D
et
er
m
in
e 
fo
r f
ix
ed
 a
ss
et
s 
co
lla
te
ra
liz
in
g 
in
te
rc
om
pa
ny
 lo
an
s t
ha
t t
he
 n
et
 b
oo
k 
va
lu
e 
is
 s
uf
fic
ie
nt
 to
 m
ee
t r
eg
ul
at
or
y 
re
qu
ir
em
en
ts
.
Te
st
 se
le
ct
ed
 h
ai
rc
ut
s 
de
du
ct
ed
 in
 th
e 
ne
t c
ap
ita
l c
om
pu
ta
tio
n,
 a
s 
fo
llo
w
s:
—
 D
et
er
m
in
e 
th
at
 c
la
ss
ifi
ca
tio
ns
 a
re
 p
ro
pe
r b
as
ed
 o
n 
ty
pe
 o
f s
ec
ur
iti
es
 a
nd
 m
at
ur
it
y 
fo
r 
fix
ed
-in
co
m
e 
pr
od
uc
ts
.
—
 D
et
er
m
in
e 
th
at
 se
cu
ri
tie
s 
w
ith
 a
 li
m
ite
d 
m
ar
ke
t, 
un
re
gi
st
er
ed
 se
cu
ri
tie
s, 
an
d 
se
cu
ri
tie
s w
ith
 b
el
ow
-i
nv
es
tm
en
t-
gr
ad
e 
ra
ti
ng
s 
ar
e 
pr
op
er
ly
 r
ep
or
te
d 
an
d 
re
ce
iv
e 
th
e 
pr
op
er
 h
ai
rc
ut
.
—
 R
ec
al
cu
la
te
 h
ai
rc
ut
s 
us
in
g 
pe
rc
en
ta
ge
s f
ou
nd
 in
 r
ul
e 
15
c3
-1
, i
nc
lu
di
ng
 r
ed
uc
tio
ns
 fo
r 
he
dg
es
.
R
ea
d 
th
e 
Fi
na
nc
ia
l a
nd
 O
pe
ra
tio
na
l C
om
bi
ne
d 
U
ni
fo
rm
 S
in
gl
e 
(F
O
C
U
S)
 r
ep
or
t a
nd
 a
gr
ee
 
to
ta
ls
 fr
om
 th
e 
ge
ne
ra
l l
ed
ge
r 
to
 s
up
po
rt
in
g 
sc
he
du
le
s 
an
d 
to
ta
ls
 fr
om
 su
ch
 sc
he
du
le
s 
to
 
th
e 
FO
C
U
S 
re
po
rt
.
Te
st
 c
om
pl
ia
nc
e 
w
ith
 p
ro
ce
du
re
s f
or
 o
bt
ai
ni
ng
 a
nd
 m
ai
nt
ai
ni
ng
 p
os
se
ss
io
n 
or
 
co
nt
ro
l o
f a
ll 
fu
lly
 p
ai
d 
an
d 
ex
ce
ss
-m
ar
gi
n 
se
cu
ri
tie
s o
f c
us
to
m
er
s:
—
 F
or
 te
st
s 
an
d 
co
di
ng
 o
f a
cc
ou
nt
s 
on
 th
e 
co
m
pa
ny
’s 
se
gr
eg
at
io
n 
sy
st
em
, (
1)
 
de
te
rm
in
e 
th
at
 a
cc
ou
nt
s 
co
de
d 
as
 g
oo
d 
co
nt
ro
l s
at
is
fy
 th
e 
re
qu
ir
em
en
ts
 o
f S
EC
 r
ul
e 
15
c3
-3
, (
2)
 d
et
er
m
in
e 
th
at
 o
th
er
 sh
or
t p
os
iti
on
s 
ar
e 
pr
op
er
ly
 c
od
ed
 (f
or
 e
xa
m
pl
e,
 s
to
ck
 
lo
an
, f
ai
ls
 to
 r
ec
ei
ve
, b
an
k 
lo
an
, e
tc
.),
 (3
) v
er
ify
 th
at
 th
e 
cu
st
om
er
 m
ar
gi
n 
an
d 
ca
sh
 
ac
co
un
t a
re
 a
pp
ro
pr
ia
te
ly
 c
la
ss
ifi
ed
 (s
el
ec
t a
cc
ou
nt
s)
, (
4)
 d
et
er
m
in
e 
th
at
 o
th
er
 a
cc
ou
nt
s 
th
at
 a
re
 r
eq
ui
re
d 
to
 b
e 
se
gr
eg
at
ed
 a
re
 a
pp
ro
pr
ia
te
ly
 c
od
ed
 (f
or
 e
xa
m
pl
e,
 s
us
pe
ns
e,
 
di
ffe
re
nc
e,
 u
nc
la
im
ed
 d
iv
id
en
ds
 s
ho
ul
d 
be
 tr
ea
te
d 
as
 fu
lly
 p
ai
d 
by
 th
e 
cu
st
om
er
).
—
 R
ec
om
pu
te
 th
e 
va
lu
e 
of
 se
cu
ri
tie
s 
re
qu
ir
ed
 to
 b
e 
se
gr
eg
at
ed
 fo
r 
se
le
ct
 a
cc
ou
nt
s 
an
d 
ve
ri
fy
 th
at
 in
st
ru
ct
io
ns
 w
er
e 
is
su
ed
.
—
 R
ec
om
pi
le
 th
e 
al
lo
ca
tio
n 
of
 se
cu
ri
tie
s 
fo
r 
de
te
rm
in
in
g 
w
he
th
er
 th
e 
ap
pr
op
ri
at
e 
qu
an
tit
y 
of
 se
cu
ri
tie
s 
ar
e 
se
gr
eg
at
ed
.
—
 T
es
t t
he
 p
ri
ci
ng
 o
f s
ec
ur
iti
es
.
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Te
st
 p
ro
ce
du
re
s f
or
 re
co
rd
in
g 
du
e 
bi
ll 
re
po
s 
an
d 
co
m
pl
ia
nc
e 
w
ith
 p
os
se
ss
io
n 
or
 c
on
tr
ol
 
re
qu
ir
em
en
ts
.
Te
st
 p
ro
ce
du
re
s t
o 
pr
ev
en
t t
he
 c
re
at
io
n 
or
 in
cr
ea
se
 o
f a
 se
gr
eg
at
io
n 
de
fic
it.
 S
el
ec
t 
in
di
vi
du
al
 d
el
iv
er
ie
s t
o 
ve
ri
fy
 th
at
 d
ef
ic
its
 a
re
 n
ot
 c
re
at
ed
 o
r i
nc
re
as
ed
.
Te
st
 p
ro
ce
du
re
s f
or
 b
uy
in
g-
in
 fa
ils
-t
o-
re
ce
iv
e 
an
d 
ag
ed
 st
oc
k 
di
vi
de
nd
 r
ec
ei
va
bl
es
 a
nd
 
re
ca
lls
 o
f s
ec
ur
iti
es
 lo
an
ed
.
Te
st
 p
ro
ce
du
re
s f
or
 id
en
tif
yi
ng
 a
nd
 b
uy
in
g-
in
 c
us
to
m
er
 c
as
h 
sh
or
ts
 (s
al
es
 n
ot
 lo
ng
) a
ge
d 
ov
er
 1
0 
bu
si
ne
ss
 d
ay
s 
fr
om
 th
e 
se
tt
le
m
en
t d
at
e.
Pe
rf
or
m
 a
na
ly
tic
al
 p
ro
ce
du
re
s o
n 
th
e 
re
se
rv
e 
fo
rm
ul
a 
co
m
pu
ta
tio
n.
Te
st
 c
om
pu
ta
tio
n 
fo
r d
et
er
m
in
at
io
n 
of
 re
se
rv
e 
re
qu
ir
em
en
ts
.
Te
st
 th
at
 c
as
h 
or
 q
ua
lif
ie
d 
se
cu
ri
tie
s 
ar
e 
de
po
sit
ed
 a
s 
re
qu
ir
ed
 o
n 
a 
tim
el
y 
ba
si
s.
R
ec
om
pu
te
 th
e 
al
lo
ca
tio
n 
of
 fa
ils
, s
ec
ur
iti
es
 lo
an
ed
/b
or
ro
w
ed
, b
an
k 
lo
an
s, 
fir
m
 in
ve
nt
or
y 
an
d 
cu
st
om
er
 sh
or
ts
, r
ep
os
 a
nd
 r
es
al
es
 fo
r 
se
le
ct
 s
ec
ur
iti
es
.
D
et
er
m
in
e 
th
at
 d
oc
um
en
ta
tio
n 
de
m
on
st
ra
te
s 
th
at
 th
e 
sp
ec
ia
l r
es
er
ve
 b
an
k 
ac
co
un
t i
s 
fo
r 
th
e 
ex
cl
us
iv
e 
be
ne
fit
 o
f c
us
to
m
er
s.
Te
st
 p
ro
ce
du
re
s f
or
 d
et
er
m
in
in
g 
th
e 
fo
llo
w
in
g 
ite
m
s:
—
 D
iv
id
en
d-
 a
nd
 in
te
re
st
-r
el
at
ed
 a
ge
d 
ite
m
s.
—
 A
ge
d 
tr
an
sf
er
 a
nd
 r
eo
rg
an
iz
at
io
n 
po
sit
io
ns
.
—
 S
us
pe
ns
e 
re
la
te
d 
ag
ed
 it
em
s.
Te
st
 th
e 
pr
oc
ed
ur
es
 a
nd
 c
om
pl
ia
nc
e 
fo
r b
uy
in
g-
in
 a
ge
d 
se
cu
ri
ty
 c
ou
nt
 d
iff
er
en
ce
s 
an
d 
ce
rt
ai
n 
fo
re
ig
n 
se
cu
ri
tie
s 
(o
r a
lte
rn
at
iv
e 
ca
pi
ta
l t
re
at
m
en
t)
.
T
es
t i
ni
tia
l a
nd
 m
ai
nt
en
an
ce
 m
ar
gi
n 
re
qu
ir
em
en
ts
 u
nd
er
 “h
ou
se
 r
ul
es
” f
or
 v
ar
io
us
 
pr
od
uc
ts
 to
 d
et
er
m
in
e 
co
m
pl
ia
nc
e 
w
ith
 R
eg
ul
at
io
n 
T 
an
d 
N
Y
SE
 r
ul
e 
43
1.
Te
st
 th
e 
pr
ic
in
g 
of
 se
cu
ri
tie
s 
us
ed
 in
 th
e 
m
ar
gi
ni
ng
 o
f c
us
to
m
er
 a
cc
ou
nt
s.
Te
st
 se
le
ct
ed
 c
us
to
m
er
 m
ar
gi
n 
ac
co
un
ts
 to
 d
et
er
m
in
e 
th
at
 a
 m
in
im
um
 a
m
ou
nt
 o
f e
qu
ity
 is
 
m
ai
nt
ai
ne
d 
in
 th
e 
ac
co
un
t.
Te
st
 se
le
ct
ed
 tr
an
sa
ct
io
ns
 re
co
rd
ed
 in
 c
us
to
m
er
 c
as
h 
ac
co
un
ts
 to
 d
et
er
m
in
e 
th
at
 
fu
nd
s/
se
cu
ri
tie
s 
(fo
r p
ur
ch
as
e/
sa
le
s)
 h
av
e 
be
en
 r
ec
ei
ve
d 
w
ith
in
 s
ev
en
 d
ay
s 
of
 tr
ad
e 
da
te
. 
Te
st
 p
ro
ce
du
re
s f
or
 d
et
er
m
in
in
g 
an
d 
is
su
in
g 
m
ai
nt
en
an
ce
 c
al
ls
 fo
r f
un
ds
 c
ol
le
ct
io
ns
.
Te
st
 se
le
ct
ed
 c
al
ls
 to
 d
et
er
m
in
e 
th
at
 fu
nd
s/
se
cu
ri
tie
s 
ha
ve
 b
ee
n 
re
ce
iv
ed
 w
ith
in
 fi
ve
 
bu
si
ne
ss
 d
ay
s 
fr
om
 th
e 
da
te
 o
f i
ss
ue
.
Te
st
 p
ro
ce
du
re
s f
or
 fi
lin
g 
ex
te
ns
io
ns
 w
ith
 th
e 
re
gu
la
to
ry
 a
ge
nc
ie
s 
if
 m
ai
nt
en
an
ce
 c
al
ls
 a
re
 
no
t p
ai
d 
on
 a
 ti
m
el
y 
ba
si
s.
O
bs
er
ve
 a
nd
 te
st
 th
e 
qu
ar
te
rl
y 
co
un
t/c
om
pa
ri
so
n 
of
 se
cu
ri
tie
s 
on
 h
an
d,
 o
n 
de
po
sit
, i
n 
tr
an
sf
er
, o
r i
n 
tr
an
si
t.
(C
on
ti
nu
ed
)
Se
gr
eg
at
ed
 c
as
h 
is
 s
uf
fic
ie
nt
 to
 m
ee
t t
he
 
re
qu
ir
em
en
ts
 o
f t
he
 r
es
er
ve
 fo
rm
ul
a 
co
m
pu
ta
tio
n 
in
 a
cc
or
da
nc
e 
w
ith
 S
EC
 r
ul
e 
15
c3
-3
.
R
eq
ui
re
m
en
ts
 o
f R
eg
ul
at
io
n 
T 
an
d 
N
Y
SE
 
ru
le
 4
31
 a
re
 b
ei
ng
 c
om
pl
ie
d 
w
ith
 fo
r a
ll 
cu
st
om
er
 c
as
h 
an
d 
m
ar
gi
n 
ac
co
un
ts
.
Q
ua
rt
er
ly
 e
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Appendix A — Consideration of Fraud in a Financial 
Statement Audit: Examples and Considerations for 
Auditors of Brokers and Dealers in Securities
Risk Factors and Auditor Responses (see paragraphs 5 .4 0  and 
5.51b  of the Guide)
Two types o f fraud  are re levan t to the a u d ito r’s consideration: frau du len t 
fin an c ia l rep o rting  and m isapp rop ria tion  o f assets. For each o f these types o f 
fraud, the r is k  factors are fu rth e r classified based on the three conditions genera lly 
present when m a te ria l m isstatem ents due to fraud  occur: incentives/pressures, 
opportun ities, and a ttitudes /ra tiona liza tions . A lth ou g h  the r is k  factors cover a 
broad range o f s ituations, they are on ly  examples and, accordingly, the a ud ito r 
m ay w ish  to consider add itiona l or d iffe ren t r is k  factors. Also, the order o f the 
examples o f r is k  factors provided is no t in tended to re flect th e ir  re la tive  
im portance or frequency o f occurrence.
Part 1: Fraudulent Financial Reporting
A n a u d ito r ’s in te res t specifica lly re lates to fra u d u le n t acts th a t cause a m a te ria l 
m issta tem ent o f fin an c ia l statem ents. Some o f the fo llow ing  factors and condi­
tions are present in  en tities  where specific circum stances d o  n o t p re s e n t a  r is k  
o f  m a te r ia l  m is s ta te m e n t. Also, specific controls m ay exist th a t m itig a te  the r is k  
o f m a te ria l m issta tem ent due to fraud , even though  r is k  factors or conditions 
are present. W hen id e n tify in g  r is k  factors and o ther conditions, you should 
assess w he ther those r is k  factors and conditions, in d iv id u a lly  and in  com bina­
tion , present a r is k  o f m a te ria l m issta tem ent o f the fin an c ia l statem ents.
A . In c e n tiv e s /P re s s u re s
1. F inanc ia l s ta b ility  or p ro fita b ility  is th reatened by economic, 
ind us try , or e n tity  opera ting  conditions, such as (or as ind icated  
by):
a. H ig h  degree o f com petition  or m a rke t sa tu ra tion , accom­
panied by declin ing  m argins.
(1) H igh-degree o f com petition  re la tin g  to bank-owned 
broker-dealers th a t have been granted expanded pow­
ers to engage in  securities ac tiv itie s  or registered 
investm en t com panies/m utual funds, accompanied by 
declin ing  m argins.
b. H igh  v u ln e ra b ility  to  rap id  changes, such as changes in  
technology, or in te res t rates.
(1) A  fa ilu re  or in a b ility  to keep pace w ith  the rap id  
g row th  in  electronic trad ing , i f  the fin an c ia l s ta b ility  
or p ro fita b ility  o f the p a rtic u la r e n tity  is placed a t 
r is k , due to th a t fa ilu re  or in a b ility .
(2) C oncentra tion  in  a p a rtic u la r type o f fin an c ia l in s tru ­
m ent.
c. U nu sua lly  h igh  level o f “soft d o lla r” brokerage activ ities.
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2. Excessive pressure exists fo r m anagem ent to m eet the requ ire ­
m ents or expectations o f th ird  parties due to the fo llow ing:
a. The pressure on m anagem ent to  m eet the expectations o f 
ana lysts and ra tin g  agencies or parents (fo r broker-dealers 
th a t are subsidiaries o f banks or overseas entities.
3. M anagem ent or the board o f d irectors’ personal ne t w o rth  is 
threatened by the  e n tity ’s fin an c ia l perform ance a ris ing  from  
the fo llow ing:
a. The s truc tu re  o f incentive  p lans induces traders  to  take 
u nusua lly  g reater risks.
b. There is unu sua lly  h ig h  level o f in te rn a l com petition  fo r 
cap ita l a llocation among product types /trad ing  desks.
4. Research analysts are no t independent. T h e ir compensation is 
contro lled  by investm en t bank ing  or o ther areas fo r w h ich  the 
f irm  receives fees from  covered companies.
5. Extensive benefits are provided to money managers th a t m ay 
drive  fra u d u le n t behavior. The value o f such benefits is included 
in  the commissions generated by customers on trades directed 
by money managers.
6. There are ce rta in  arrangem ents between the b roker who d irects 
the  trade  and the  m arke t m aker who executes the trade  th a t are 
no t in  the best in te res t o f the customer.
B . O p p o r tu n it ie s
1. The na tu re  o f the  in d u s try  or the e n tity ’s operations provides 
opportun ities  to  engage in  fra u d u le n t fin an c ia l rep o rting  th a t 
can arise from  the fo llow ing:
a. A  fa ilu re  by m anagem ent to have an adequate under­
stand ing  o f the e n tity ’s tra d in g  and investm ent strategies 
as conducted by the e n tity ’s traders, in c lu d ing  the types, 
characteristics, and risks  associated w ith  the fin an c ia l 
products purchased and sold by the en tity .
b. S ign ifican t, unusua l, or h ig h ly  complex transactions, es­
pecia lly  those close to year end th a t pose d if f ic u lt “ sub­
stance over fo rm ” questions.
(1) U nu sua lly  s ign ifican t increase in  unse ttled  trades a t 
year end.
(2) A  h ig h  degree o f complex accounting standards re la t­
in g  to, fo r exam ple, fin a n c ia l in s tru m e n ts  and off- 
balance sheet transactions.
(3) Transactions (straddling) year end in  s im ila r securities.
2. In te rn a l contro l components are de fic ien t as a re su lt o f the 
fo llow ing:
a. Inadequate m on ito ring  o f controls, in c lu d ing  autom ated 
controls and controls over in te r im  fin an c ia l reporting .
(1) A  fa ilu re  by management and the board o f directors to 
set parameters (for example, trad ing  lim its , cred it lim its , 
and aggregate m arket r is k  lim its ) and to continuously 
m on itor trad ing  activ ities against those parameters.
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(2) Lack o f su ffic ien t access controls fo r fron t-o ffice  and 
back-office systems.
(3) Lack o f adequate “ Chinese W a ll” between investm ent 
bank ing  and tra d in g  (th a t is, po ten tia l fo r ins ide r 
trad ing ).
(4) F a ilu re  to m on ito r the f i l l in g  o f custom er orders from  
the f irm ’s inven to ry  (fo r example, fro n t-ru n n in g  and 
excessive m ark-up).
(5) Lack o f rev iew  o f custom er lis ts  and in su ffic ie n t con­
tro ls  su rround ing  the custom er account approval and 
m aintenance processes fo r both  cash and m arg in  ac­
counts.
(6) A  lack o f su ffic ien t controls over the rev iew  process fo r 
new products, s truc tu red  finance, and off-balance- 
sheet transactions.
(7) A  lack o f su ffic ien t controls over the va lu a tio n  process 
fo r less liq u id  securities, in c lu d ing  controls over the 
changes o f va lua tion  p ric ing  and the appropria te  seg­
regation  o f duties.
H ig h  tu rn ove r rates or em ploym ent o f ine ffective  account­
ing , in te rn a l aud it, or in fo rm a tion  technology staff.
(1) A  fa ilu re  by m anagem ent to  ensure th a t the brokers 
are p rope rly  tra ined , app ropria te ly  licensed, and ade­
qua te ly  supervised.
(2) Lack o f policies and tra in in g  over the range o f product 
offerings.
(3) A  fa ilu re  by m anagem ent to assess the q u a lity  and 
bread th  o f the company’s in te rn a l a u d it departm ent, 
to  ensure th a t the departm en t receives adequate 
tra in in g  and resources to m atch the sophistication 
and progression o f the company.
(4) Im prope r repo rting  lines fo r in te rn a l aud it.
Ineffective  accounting and in fo rm a tion  systems, inc lu d ing  
s itua tions invo lv in g  reportable  conditions.
(1) Lack o f board approval and a specia list’s independent 
eva lua tion  o f in-house developed va lua tion  models.
Use o f e rro r accounts to h ide tra d in g  errors, made to  meet 
com m itm ents to c lients, p a rtic u la rly  fo r b lock trades in  
m eeting  a predeterm ined value-w eighted average price 
(VW AP).
Use o f va lua tion  reserves fo r o ther purposes, such as to 
h ide errors or expenses. Assum ptions in  va lua tion  re ­
serves m ay be changed w ith o u t adequate approval. Lack 
o f proper approval fo r the estab lishm ent o f va lu a tio n  re ­
serves.
Use o f custom er co lla te ra l fo r f irm  purposes. (Tested by 
possession or contro l procedures.)
In te rcom pany transactions designed to im p rope rly  m an­
age earnings.
AAG-BRD 5.156
1 8 8 B roke rs  and D ea le rs in  S ecurities
h. Transactions accounted for as sales as opposed to financing.
i. Use o f d iffe ren t va lua tions o f same product in  two re la ted  
companies.
j .  Use o f a borrowed security to cover a the ft o f customer-re­
la ted  security.
k . Poor controls over corporate actions in  w hich  the c lien t 
fa ils  to receive en tire  benefit.
l . N o t p rope rly  va lu ing  co lla te ra l or re flec ting  the exten t o f 
cross-colla tera lization on ra te  swaps.
m . W eak controls causing a fa ilu re  to record trades on a 
tim e ly  basis, w hich  m ay fa c ilita te  custom ers’ poor tra d in g  
ac tiv ity .
n . Lack o f controls over the execution o f customer transactions.
C . A t t itu d e s /R a tio n a liz a tio n s
R isk factors re flective  o f a ttitu de s /ra tio na liza tion s  by board mem ­
bers, m anagem ent, or employees th a t a llow  them  to  engage in  and/or 
ju s t ify  fra u d u le n t fin an c ia l reporting , m ay no t be susceptible to 
observation by the aud ito r. Nevertheless, the a ud ito r who becomes 
aware o f the existence o f such in fo rm a tion  should consider i t  in  
id e n tify in g  the risks  o f m a te ria l m issta tem ent a ris ing  from  fra u d u ­
le n t fin an c ia l reporting . For example, aud itors m ay become aware o f 
the fo llow ing  in fo rm a tio n  th a t m ay ind ica te  a r is k  factor:
1. Excessive in te res t by m anagem ent in  m a in ta in in g  or increasing 
the e n tity ’s stock price or earnings trend.
a. U nu sua lly  aggressive in te rp re ta tio ns  o f regu la to ry  rules 
(fo r example, net cap ita l ru les and w eekly reserve fo rm u la ) 
when the company is reaching m in im u m  ne t cap ita l re ­
qu ired  by the Securities and Exchange Com m ission (SEC).
b. Lax a ttitu d e  tow ard  regu la to ry  compliance (example: se­
c u rity  segregation requirem ents)
D . A u d ito r  R esponses
In  add ition  to the sample responses presented in  SAS No. 99, an 
a u d ito r m ay w a n t to  consider the fo llow ing  responses.
•  Extend  con firm a tion  procedures concerning agreements w ith  
counterparties (fo r example, leases, clearing, custody, m argin , 
and subord inated debt).
•  Extend  con firm a tion  procedures concerning the te rm s o f se­
lected transactions (for example, swaps, financ ing  transactions, 
and fa ils ) w ith  counterparties.
•  Review the resu lts  o f va lu a tio n  tes ting  perform ed by depart­
m ents o f the company (for example, contro llers, in te rn a l aud it, 
and m idd le  office).
•  Review background in fo rm a tion  about the board o f d irectors and 
m anagem ent to determ ine i f  they have the  capacity to under­
stand tra d in g  and investm ent strategies. Conversations w ith  
appropria te  people and review  o f the board’s and m anagem ent’s 
experience and credentia ls m ay be necessary.
•  Review management sum m ary reports on performance and meet 
w ith  management to discuss trad ing  and business direction.
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•  Perform  periodic reviews o f va lu a tio n  methodologies by inde­
pendent specialists th roughou t the year.
•  M eet w ith  m idd le  office personnel to  gain an unders tand ing  o f 
the company’s policies concerning m anaging r is k  (fo r example, 
stress tes ting  and va luations).
•  Extend tes ting  on regu la to ry  com putations fo r companies bare ly 
m eeting the m in im u m  net cap ita l requirem ents.
•  Extend tes ting  o f the e n tity ’s “ soft d o lla r” arrangem ents to 
ensure compliance w ith  the SEC ru les and regula tions.
•  How m anagem ent dea lt w ith  regu la to ry  issues in  the past.
•  H ow  m anagem ent responded to past regu la to ry  exam inations.
•  Is there a code o f conduct.
Part 2: M isappropriation o f Assets
A n  a ud ito r’s in te res t specifica lly re lates to fra u d u le n t acts th a t cause a m a te ria l 
m issta tem ent o f fin an c ia l statem ents. Some o f the fo llow ing  factors and condi­
tions are present in  en tities  where specific circum stances d o  n o t p re s e n t a  r is k  
o f  m a te r ia l  m is s ta te m e n t. A lso, specific controls m ay exist th a t m itig a te  the r is k  
o f m a te ria l m issta tem ent due to fraud, even though r is k  factors or conditions 
are present. W hen id e n tify in g  r is k  factors and o ther conditions, you should 
assess w he ther those r is k  factors and conditions, in d iv id u a lly  and in  com bina­
tion , present a r is k  o f m a te ria l m issta tem ent o f the fin an c ia l statem ents.
R isk factors th a t re la te  to  m isstatem ents a ris ing  from  m isapp rop ria tion  o f 
assets are also classified along the th ree conditions genera lly present when 
fraud  exists: incentives/pressures, opportun ity , and a ttitudes /ra tiona liza tions . 
Some o f the r is k  factors re la ted  to m isstatem ents a ris ing  from  fra u d u le n t 
fin an c ia l repo rting  also m ay be present when m isstatem ents a ris ing  from  
m isapp rop ria tion  o f assets occur. For example, ine ffective  m on ito ring  o f m an­
agement and weakness in  in te rn a l contro l m ay be present w hen m isstatem ents 
due to e ithe r fra u d u le n t fin an c ia l repo rting  or m isapp rop ria tion  o f assets 
exists. The fo llow ing  are examples o f r is k  factors re la ted  to  m isstatem ents 
a ris ing  from  m isapp rop ria tion  o f assets.
A . O p p o r tu n it ie s
1. C erta in  characteristics or circumstances m ay increase the sus­
c e p tib ility  o f assets to m isappropria tion . For example, opportu ­
n itie s  to m isappropria te  assets increase when there  are the 
fo llow ing:
а. Securities (fo r example, bearer ins trum en ts) held in  the 
company’s vau lt.
b. C om m ingling  o f custom er securities w ith  the e n tity ’s se­
cu rities  a t a custodian bank.
2. Inadequate in te rn a l contro l over assets m ay increase the suscep­
t ib i l i ty  to  m isapp rop ria tion  o f those assets. For example, m isap­
p ro p ria tio n  o f assets m ay occur because there is the fo llow ing:
a. Inadequate m anagem ent oversight o f employees responsi­
ble fo r assets.
(1) Lack o f m anagem ent oversight o f extensive re ta il 
branches, or overseas branches and subsidiaries.
(2) Inadequate supervision o f trade rs ’ tra d in g  practices 
and lim its , especially fo r those generating a large 
p ropo rtion  o f the e n tity ’s to ta l revenue.
AAG-BRD 5.156
1 9 0 B roke rs  and  D ea le rs  in  S ecurities
(3) Large am ounts o f cash or securities a t branches or 
branch offices.
(4) Poor contro l over w ire  transfers.
b. Inadequate segregation o f duties or independent checks.
(1) Lack o f segregation o f duties between the fron t-o ffice  
( th a t is, execution o f trades) and the back-office (th a t 
is, se ttlem ent and accounting fo r trades).
(2) Lack o f independent rev iew  o f periodic reconcilia tions 
(fo r example, se ttlem ent accounts, cash accounts, and 
stock records).
(3) F a ilu re  to confirm  fa iled  transactions on a tim e ly  
basis.
(4) F a ilu re  to p e rio d ica lly  rev iew  item s in  suspense 
accounts.
(5) F a ilu re  to rev iew  the aging o f item s, inc lu d ing  fa iled  
transactions and receivables.
(6) Lack o f or in fre qu en t independent p ric ing  o f inven to ry  
perform ed by m iddle-office or back-office ( th a t is, r is k  
m anagem ent and con tro lle r’s group).
(7) Poor controls over jou rn a l entries to customer accounts.
(8) F a ilu re  to confirm  custom er transactions on a tim e ly  
basis.
c. Inadequate physical safeguards over cash, investm ents,
inven to ry , or fixed assets.
(1) Lack o f safeguarding and insu ring  securities in  transfer.
(2) Lack  o f s u ffic ie n t access contro ls  fo r cash w ir in g  
systems.
d. Lack  o f t im e ly  and a p p ro p ria te  docum enta tion  o f tra n s ­
actions.
(1) Lack o f docum entation re la ted  to “soft d o lla r” b roker­
age activ ities.
(2) Lack o f docum entation re la ted  to deriva tive  transac­
tions  w ith  counter pa rties , such as IS D A  m aster 
agreements.
e. Lack o f controls re la ting  to the rehypothecation o f securities.
B . A u d ito r  R esponses
In  add ition  to  the sample responses presented in  SAS No. 99, an
a ud ito r m ay w an t to consider the fo llow ing  responses.
•  Review exception and break reports fo r se ttlem ent activ ities.
•  Ensure th a t the compliance function  reviews the personal ac­
count statem ents o f the company’s employees.
•  Extend  tes ting  o f access controls o f online fund  w ir in g  system 
te rm ina ls .
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•  Review revenue tren d  o f an in d iv id u a l trad e r over a period o f 
tim e.
•  Review level o f e rrors and b roker chargebacks o f commissions.
•  Look a t controls over dealing w ith  custom er com plaints.
Unusual or Unexpected Relationships (see paragraph 5 .42 of 
the Guide)
Exam ples o f unusua l or unexpected re la tionsh ips th a t m ay ind icate  a m a te ria l 
m issta tem ent due to fraud  m ay include the fo llow ing:
•  Recognition o f unusua lly  h igh  unrea lized gains on fin an c ia l in s tru ­
m ents a t fin an c ia l s ta tem ent date.
•  H igh  volume o f transactions around fin an c ia l s ta tem ent date.
Accounts, Classes of Transactions, and Assertions (see 
paragraph 5.45 of the Guide)
Exam ples o f accounts, classes o f transactions and assertions th a t m ay have 
h igh  inh e re n t r is k , invo lve a h igh  degree o f m anagem ent judgm en t and subjec­
t iv i ty  and be susceptible to m an ip u la tion  by managem ent:
•  V a lua tion  o f inventory.
•  L it ig a tio n  reserves.
•  In te rcom pany transactions.
•  V a lua tion  o f co lla tera l.
•  Bonus determ inations.
•  Use o f special-purpose entities.
Improper Revenue Recognition (see paragraph 5 .46  of 
the Guide)
Exam ples o f im proper revenue recognition m ay include:
•  Incorrect va lua tion  o f inventory.
•  T ransactions between re la ted  e n tities  designed to im p rope rly  manage 
earnings.
•  Acce lerating or de fe rring  revenue to o ther periods.
Key Estimates (see paragraph 5 .48 of the Guide)
Exam ples o f key estim ates fo r brokers and dealers in  securities m ay include:
•  V a lua tion  o f inventory.
•  L it ig a tio n  reserves.
•  Bonus determ inations.
•  D e te rm ina tion  o f ca rry ing  am ount o f goodw ill.
•  R ea liza tion  o f deferred ta x  assets.
Program s and Controls (see paragraph 5 .49  of the Guide)
Exam ples o f program s and controls fo r brokers and dealers in  securities m ay 
include:
•  Code o f conduct.
•  R isk m on ito ring  procedures fo r c red it r is k  and m arke t risk .
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Chapter 6 
Internal Control*
6.01 The second standard o f fie ld w o rk  states th a t the a ud ito r should 
obta in  a su ffic ien t understand ing  o f in te rn a l contro l to p lan  the a ud it and to 
determ ine the natu re , tim in g , and exten t o f tests to be perform ed. S tatem ent 
on A u d itin g  Standards (SAS) No. 55, C o n s id e ra t io n  o f  I n te r n a l  C o n tro l in  a  
F in a n c ia l  S ta te m e n t A u d i t ,  as amended by SAS No. 78, C o n s id e ra t io n  o f  
I n t e r n a l  C o n tro l in  a  F in a n c ia l  S ta te m e n t A u d i t :  A n  A m e n d m e n t to  S A S  N o . 
5 5  and SAS No. 94, T he  E ffe c t  o f  In fo r m a t io n  T e c h n o lo g y  o n  th e  A u d i t o r ’s 
C o n s id e ra t io n  o f  I n te r n a l  C o n tro l in  a  F in a n c ia l  S ta te m e n t A u d i t  (A IC PA, 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 319), defines in te rn a l contro l as a 
process, effected by an e n tity ’s board o f d irectors, m anagem ent, and other 
personnel, th a t is designed to provide reasonable assurance regard ing  the 
achievem ent o f objectives in  the fo llow ing  categories:
a. The re lia b ility  o f the e n tity ’s fin an c ia l repo rting
b. The effectiveness and efficiency o f the e n tity ’s operations
c. The e n tity ’s compliance w ith  applicable laws and regula tions
6.02 There is a d irec t re la tionsh ip  between an e n tity ’s objectives re la ted  
to  fin an c ia l reporting , operations, and compliance, w h ich  are w ha t an e n tity  
s trives to achieve, and the components o f in te rn a l contro l, w h ich  represent 
w ha t is needed to achieve the objectives. The fo llow ing  are the five  in te rre la te d  
in te rn a l contro l components:
a. C o n tro l e n v iro n m e n t  sets the tone o f an organization, in fluenc ing  the 
contro l consciousness o f its  people. I t  is the founda tion  fo r a ll o ther 
components o f in te rn a l contro l, p rov id ing  d iscip line and s tructu re
b. R is k  assessm en t is the e n tity ’s id e n tifica tion  and analysis o f re levan t 
r isks  to achievem ent o f its  objectives, fo rm ing  a basis fo r de te rm in ing  
how the risks  should be managed
c. C o n tro l a c t iv i t ie s  are the  policies and procedures th a t help ensure 
th a t m anagem ent d irectives are carried  out
d. In fo r m a t io n  a n d  c o m m u n ic a t io n  systems support the iden tifica tion , 
capture, and exchange o f in fo rm a tion  in  a fo rm  and tim e  fram e th a t 
enable people to  ca rry  ou t th e ir  responsib ilities
e. M o n ito r in g  is a process th a t assesses the q u a lity  o f in te rn a l contro l 
perform ance over tim e.
6.03 In te rn a l contro l is re levan t to the en tire  e n tity  and to any operating 
u n its  or business functions. The a ud ito r should obta in  an unders tand ing  o f the 
broker-dealer’s in te rn a l contro l su ffic ien t to p lan  the aud it. A  su ffic ien t under­
stand ing  is obtained by perfo rm ing  procedures to understand the design o f 
controls re levan t to an a u d it o f fin an c ia l statem ents and de te rm in ing  w he ther 
they have been placed in  operation. In  ob ta in ing  th is  understand ing , the 
a ud ito r considers how an e n tity ’s use o f IT  and m anua l procedures m ay affect 
controls re levan t to  the aud it. IT  encompasses autom ated means o f o rig ina ting , 
processing, storing, and com m unicating in fo rm a tion , and includes recording 
devices, communication systems, computer systems, and other electronic devices.
* See foo tnote | |  to  the  “ In te rn a l C o n tro l” section in  C hap te r 5 s ta r tin g  in  pa ragraph  5.60.
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The a ud ito r is p r im a r ily  in terested  in  the e n tity ’s use o f IT  to in itia te , record, 
process, and report transactions or o ther financ ia l data.
6.04 The a ud ito r then  assesses contro l r is k  fo r the assertions embodied in  
the account balance, transaction  class, and disclosure components o f the fin a n ­
c ia l statem ents. The a ud ito r m ay determ ine th a t assessing contro l r is k  below 
the m axim um  level (the m axim um  level as used in  SAS No. 55, as amended, 
means the greatest p ro b a b ility  th a t a m a te ria l m issta tem ent th a t could occur 
in  a fin an c ia l sta tem ent assertion w ill  not be prevented or detected on a tim e ly  
basis by an e n tity ’s in te rn a l control) fo r ce rta in  assertions w ould be effective 
and more e ffic ien t th an  perfo rm ing  on ly substantive tests. In  add ition , the 
a ud ito r m ay determ ine th a t i t  is not p ractica l or possible to re s tr ic t detection 
r is k  to an acceptable level by perfo rm ing  on ly substantive tests fo r one or more 
fin an c ia l sta tem ent assertions. In  such circumstances, the a ud ito r should 
ob ta in  ev iden tia l m a tte r about the effectiveness o f both  the design and opera­
tio n  o f controls to reduce the assessed leve l o f contro l risk . Such ev iden tia l 
m a tte r m ay be obtained from  tests o f controls planned and perform ed concur­
re n t w ith  or subsequent to ob ta in ing  the understand ing . I f  the a ud ito r is 
unable to obta in  such ev iden tia l m atte r, he or she should consider the guidance 
in  SAS No. 31, E v id e n t ia l  M a t te r ,  as amended by SAS No. 80, A m e n d m e n t to  
S ta te m e n t on  A u d i t in g  S ta n d a rd s  N o . 3 1 , E v id e n tia l M a tte r (A IC PA, P ro fe s ­
s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 326.14 and 326.25). Such ev iden tia l m a tte r 
m ay also be obtained from  procedures th a t were not specifica lly p lanned as 
tests o f controls b u t th a t nevertheless provide ev iden tia l m a tte r about the 
effectiveness o f the design and operation o f the controls. For ce rta in  assertions, 
the a ud ito r m ay desire to fu rth e r  reduce the assessed level o f contro l risk . In  
such cases, the a ud ito r considers w he ther ev iden tia l m a tte r su ffic ien t to sup­
p o rt a fu rth e r  reduction  is lik e ly  to be availab le  and w he ther perfo rm ing  
add itiona l tests o f controls to obta in  such ev iden tia l m a tte r w ould  be effic ien t.
6.05 A lte rn a tive ly , the a ud ito r m ay assess contro l r is k  a t the m axim um  
level because he or she believes controls are u n lik e ly  to p e rta in  to an assertion 
or are u n lik e ly  to be effective, or because eva lua ting  the effectiveness o f 
controls w ould  be ine ffic ien t. However, the a ud ito r needs to be sa tisfied  th a t 
perfo rm ing  on ly substantive tests w ould  be effective in  re s tr ic tin g  detection 
r is k  to an acceptable level. W hen evidence o f an e n tity ’s in it ia tio n , recording, 
or processing o f fin an c ia l data exists on ly  in  electronic form , the a ud ito r’s 
a b ility  to obta in  the desired assurance only from  substantive tests w ould 
s ig n ifica n tly  d im in ish .
6.06 A fte r  ob ta in ing  the understand ing  and assessing the contro l risk , 
the a ud ito r m ay desire to fu rth e r  reduce the assessed leve l o f contro l r is k  fo r 
ce rta in  assertions. In  such cases, the a ud ito r considers w he ther add itiona l 
ev iden tia l m a tte r su ffic ien t to support a fu rth e r reduction  is lik e ly  to be 
availab le  and w hether pe rfo rm ing  add itiona l tests o f controls to obta in  such 
ev iden tia l m a tte r w ou ld  be effic ien t. The a ud ito r uses the understand ing  o f the 
broker-dealer’s in te rn a l contro l and the assessed leve l o f contro l r is k  in  deter­
m in in g  the nature , tim in g , and exten t o f substantive tests fo r fin an c ia l sta te­
m ent assertions.
Considering the Control Environment
6.07 The contro l environm ent sets the tone o f an organization, in fluenc­
ing  the contro l consciousness o f its  people. I t  is the foundation  fo r a ll o ther 
components o f in te rn a l contro l, p rov id ing  d iscip line  and s tructure . C ontro l 
environm ent factors include the fo llow ing:
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•  In te g r ity  and e th ica l values
•  C om m itm ent to competence
•  Board o f d irectors or a u d it com m ittee p a rtic ip a tion
•  M anagem ent’s philosophy and opera ting  style
•  O rgan iza tiona l s truc tu re
•  Assignm ent o f a u th o rity  and respons ib ility
•  H um an  resource policies and practices
6.08 The contro l environm ent comprises the conditions under w hich  the 
b roker-dealer’s in fo rm a tion  and com m unication system, the r is k  assessment 
process, m on ito ring , and contro l ac tiv itie s  are designed, are im plem ented, and 
function.
6.09 The contro l environm ent represents the collective effect o f various 
factors on the overa ll effectiveness o f the broker-dealer’s in te rn a l control. 
These factors include the fo llow ing:
•  M anagem ent’s personal characteristics, philosophy, and opera ting  
style and its  com m itm ent to accurate fin an c ia l rep o rting  have a 
s ign ifican t in fluence on the contro l environm ent, p a rtic u la rly  i f  m an­
agement is dom inated by one or a few ind iv idua ls . A  positive  tone at 
the  top is the m ost im p o rta n t p re requ is ite  to accurate and complete 
fin an c ia l reporting . In  a broker-dealer, compliance and contro l over 
legal m atte rs  are im p o rta n t ind ica to rs o f the overa ll philosophy held 
by senior m anagem ent. M anagem ent’s approach to ta k in g  and m on i­
to rin g  business risks  and its  com m itm ent to accurate fin an c ia l rep o rt­
in g  are o the r ind ica tio ns  o f the  tone a t the top. M anagem ent’s 
com m itm ent to accurate fin an c ia l repo rting  m ay influence the a c tiv i­
ties o f employees th roughou t the organization. L ikew ise , the types o f 
ac tiv itie s  th a t a broker-dealer engages in , as w e ll as the am ount o f r is k  
they  are w illin g  to take, affect th e ir  opera ting  style. For example, the 
fo llow ing  business ac tiv itie s  m ay affect m anagem ent’s opera ting  style:
—  R eta il brokerage
—  D iscount brokerage
—  A rb itra ge  tra d in g
—  V enture  cap ita l
—  M erchan t bank ing
—  U n d e rw ritin g  in it ia l pub lic  offerings (IPOs)
•  The externa l business and regu la to ry  env ironm ent m otivates m anage­
m ent to estab lish and m a in ta in  effective in te rn a l contro l in  a broker- 
dealer. For example, exam inations by se lf regu la to ry  bodies and th e ir  
enforcem ent powers, as w e ll as rev iew  o f compliance reports by the 
Securities and Exchange Comm ission (SEC) and o ther governm ental 
bodies, m otiva te  the m anagem ent o f broker-dealers to estab lish effec­
tive  controls.
•  M anagem ent’s com m itm ent to  designing and m a in ta in in g  re liab le  
accounting and stock record systems has a s ign ifican t in fluence on the 
contro l environm ent. A  low  leve l o f m anagem ent concern about accept­
able business practices, as w e ll as deficiencies in  controls, m ay lead a 
broker-dealer’s employees e ithe r to  adopt a s im ila r ly  low  leve l o f 
concern or to  a tte m p t to  take  advantage o f defic ien t controls. The 
re lia b ility  o f in fo rm a tion  systems and the effectiveness o f controls m ay 
be im pa ired  as a resu lt. Personnel policies m ay enhance or in h ib it  the
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competence and co n tin u ity  o f the broker-dealer’s employees. A n  inade­
quate or incom petent s ta ff th a t is unable to process transactions and 
perfo rm  contro l ac tiv itie s  m ay lead to a reduction  in  the  re lia b ility  o f 
in fo rm a tio n  systems and the effectiveness o f controls. To understand 
the  degree o f m anagem ent’s com m itm ent to  the design and m a in te ­
nance o f effective in te rn a l contro l and re liab le  accounting and stock 
record systems, the a ud ito r should review  the guidance contained in  
SAS No. 55, as amended, and should consider the fo llow ing  broker- 
dealer policies:
—  F ire  w a lls
—  T ra d in g  lim its
—  Sales practices
—  H ir in g  practices, such as checking w ith  regula tors and ob ta in ing  
proper docum entation regard ing  reg is tra tion
—  R isk m on ito ring
—  M anagem ent’s response and corrective action taken  w ith  respect 
to  m a te ria l inadequacies in  in te rn a l contro l
•  M anagem ent’s a b ility  to  contro l the business also influences the con­
tro l environm ent. The board o f d irectors or a u d it com m ittee should 
take  an active role in  overseeing a broker-dealer’s accounting and 
fin an c ia l rep o rting  practices, as w e ll as those practices regard ing  the 
p revention  o f ille g a l acts and compliance w ith  laws and regula tions. 
To understand the a b ility  o f a b roker-dealer’s m anagem ent to contro l 
the  business, an a ud ito r should consider the fo llow ing:
—  The b roker-dealer’s o rgan iza tiona l s truc tu re
—  The methods used by the broker-dealer in  assigning a u th o r ity  and 
respons ib ility
—  The a b ility  o f the  broker-dealer’s m anagem ent to supervise and 
m on ito r operations e ffective ly
—  The m ethods used by senior m anagem ent to  m on ito r and contro l 
the effectiveness o f the accounting system and controls
Understanding the Control Environment
6.10 W hen ob ta in ing  an unders tand ing  o f the contro l environm ent, the 
a ud ito r considers the collective effect on the contro l env ironm ent o f s trengths 
and weaknesses in  va riou s  co n tro l e n v iro n m e n t factors. M anagem en t’s 
strengths and weaknesses m ay have a pervasive effect on in te rn a l control. For 
example, an active and independent board o f d irectors m ay influence the 
philosophy and opera ting  style  o f senior managem ent. A lte rn a tive ly , manage­
m en t’s fa ilu re  to com m it su ffic ien t resources to address security  r isks  pre­
sented by IT  m ay adversely affect in te rn a l contro l by a llow ing  im proper 
changes to be made to com puter program s or to data, or by a llow ing  u na u th o r­
ized transactions to be processed. S im ila rly , hum an resource policies and 
practices d irected tow ard  h ir in g  competent financ ia l, accounting, and IT  per­
sonnel may not m itigate  a strong bias by top management to overstate earnings.
6.11 The a u d ito r should obta in  su ffic ien t knowledge o f the contro l envi­
ronm ent to understand m anagem ent’s and the board o f d irectors ’ a ttitu de , 
awareness, and actions concerning the contro l env ironm ent considering both 
the substance o f controls and th e ir  collective effect. The a ud ito r should concen­
tra te  on the  substance o f controls ra th e r th an  th e ir  fo rm  because controls m ay 
be established b u t no t acted upon. For example, m anagem ent m ay estab lish a 
form al code o f conduct bu t act in  a m anner th a t condones violations o f th a t code.
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6.12 In  ob ta in ing  an understand ing  o f the contro l environm ent, the aud i­
to r  gains knowledge about the overa ll a ttitu de , awareness, and actions o f 
m anagem ent and others concerning the im portance o f contro l and its  emphasis 
w ith in  the broker-dealer. The a ud ito r should also consider m anagem ent’s 
a ttitudes , awareness, and actions re la ted  to compliance m atte rs  th a t m ig h t 
affect the broker-dealer’s fin an c ia l statem ents and supplem entary schedules. 
See paragraphs 5.93 th rough  5.98 fo r a discussion o f the effect o f IT  on in te rn a l 
control.
Risk Assessment for Financial Reporting Purposes
6.13 A  broker-dealer’s r is k  assessment fo r fin an c ia l repo rting  purposes is 
its  ide n tifica tion , analysis, and m anagem ent o f r isks  re levan t to  the p repara­
tio n  o f fin an c ia l statem ents th a t are fa ir ly  presented in  confo rm ity  w ith  
genera lly accepted accounting p rinc ip les  (GAAP). For example, r is k  assess­
m ent m ay address how the broker-dealer considers the poss ib ility  o f u n re ­
corded transactions or iden tifie s  and analyzes s ign ifican t estim ates recorded 
in  the fin an c ia l statem ents. R isks re levan t to  re liab le  fin an c ia l repo rting  also 
re la te  to specific events or transactions. R isks re levan t to fin an c ia l repo rting  
include externa l and in te rn a l events and circum stances th a t m ay occur and 
adversely affect a broker-dealer’s a b ility  to in itia te , record, process, and report 
fin an c ia l data  consistent w ith  the assertions o f managem ent in  the financ ia l 
statem ents. Once risks  are iden tified , m anagem ent considers th e ir  s ig n ifi­
cance, the like lihood  o f th e ir  occurrence, and how they should be managed. 
M anagem ent m ay in it ia te  plans, program s, or actions to address specific r isks  
or i t  m ay decide to  accept a r is k  because o f cost or o ther considerations. Risks 
can arise or change due to circum stances such as the fo llow ing:
•  C h an ges  in  o p e ra t in g  e n v iro n m e n t.  Changes in  the regu la to ry  or 
opera ting  environm ent can re su lt in  changes in  com petitive  pressures 
and s ig n ifican tly  d iffe ren t risks .
•  N e w  p e rs o n n e l. N ew  personnel m ay have a d iffe ren t focus on or 
unders tand ing  o f in te rn a l control.
•  N e w  o r  re v a m p e d  in fo r m a t io n  system s. S ign ifican t and rap id  changes 
in  in fo rm a tion  systems can change the r is k  re la tin g  to in te rn a l control.
•  R a p id  g ro w th .  S ign ifican t and rap id  expansion o f operations can 
s tra in  controls and increase the r is k  o f a breakdow n in  controls.
•  N e w  te ch n o lo g y . In corpo ra ting  new technologies in to  opera ting  proc­
esses or in fo rm a tion  systems m ay change the r is k  associated w ith  
in te rn a l control.
•  N e w  bu s in e ss  m od e ls , p ro d u c ts , o r  a c t iv i t ie s .  E n te rin g  in to  business 
areas or transactions w ith  w h ich  a broker-dealer has l i t t le  experience 
m ay in troduce new risks  associated w ith  in te rn a l control.
•  C o rp o ra te  re s t ru c tu r in g s .  R estructurings m ay be accompanied by 
s ta ff reductions and changes in  supervision and segregation o f duties 
th a t m ay change the r is k  associated w ith  in te rn a l control.
•  E x p a n d e d  fo re ig n  o p e ra tio n s . The expansion or acqu is ition  o f fore ign 
operations carries new and often unique risks  th a t m ay affect in te rn a l 
control, fo r example, add itiona l or changed risks  from  fore ign  currency 
transactions.
•  N e w  a c c o u n tin g  p ro n o u n c e m e n ts . Adop tion  o f new accounting p rin c i­
ples or changing accounting p rinc ip les m ay affect r isks  in  p reparing  
fin an c ia l statem ents.
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6.14 Broker-dealers devote a s ign ifican t am ount o f tim e  and resources 
to w a rd  the  id e n tif ic a tio n , q u a n tific a tio n , ana lys is , and con tro l o f r is k . A  
b roker-dea ler’s contro l and m on ito ring  ac tiv itie s  are concerned w ith  m it ig a t­
in g  business risks  and exposures. R is k  refers to the like lihood  th a t a loss m ig h t 
occur, w h ile  exp osu re  refers to the cond ition  o f being unprotected. The decision 
to in cu r business r is k  rests w ith  the broker-dealer’s managem ent. The fo llow ­
in g  is an overview  o f the m ajor r isks  and exposures facing a broker-dealer.
6.15 O p e ra t io n a l R is k .  O pera tiona l r is k  arises in  processing broker- 
dealer transactions. Exposure can be created by a fa ilu re  to e ithe r process 
transactions p rope rly  o r safeguard securities adequately. I f  opera tiona l r is k  is 
p roperly  managed, o ther r isks  w ill  be m itiga ted . In  v iew ing  opera tiona l expo­
sure, i t  is im p o rta n t to look a t the  broad exposure w ith in  p a rticu la r accounts, 
such as suspense accounts, d ifference accounts, reconciling  item s (fo r any 
accounts), and aged transfe rs  and fa ils . For instance, w ith in  a p a rtic u la r 
suspense account, the exposure is frequen tly  no t the ne t balance in  the account. 
A  more accurate v iew  o f exposure is to id e n tify  deb it-on ly item s (no re la ted  
security  positions), short-m arke t-va lue-on ly item s (no re la ted  money balance), 
deb it m oney w ith  long m a rke t va lue (LM V ), and c red it money w ith  short 
m a rke t va lue (SMV). B y v iew ing  each o f those item s separately, the a ud ito r 
w ill  b e tte r understand the to ta l exposure.
6.16 C re d it  R is k .  C re d it r is k  refers to  p o ten tia l losses a ris ing  from  the 
fa ilu re  o f another p a rty  to perform  according to the term s o f a contract 
(counte rparty  default).
6.17 C re d it r is k  can be customer- or b roker-re la ted. The exposure to  the 
broker-dealer is fo r the am ount o f extended cred it th a t is no t fu lly  co lla te ra l­
ized. A n  extension o f c red it can resu lt in  any o f the fo llow ing  transactions: 
m arg in  transactions, cash transactions p rio r to  settlem ent, stock borrows and 
stock loans, resale and repurchase agreements (repos), swaps, fu tu res, fo r­
wards, options, and s im ila r item s. B roker-dealers w ill  u sua lly  have cred it 
comm ittees, w hich  set l im its  fo r to ta l c red it lines and exposure and fo r any 
p a rtic u la r counterparty.
6.18 M a rk e t  R is k .  M a rk e t r is k  refers to  po te n tia l losses from  flu c tu a ­
tions in  m a rke t prices th a t m ay m ake a fin an c ia l in s tru m e n t less va luable  or 
more onerous. A  change in  m arke t price m ay occur (for example, fo r in te res t- 
bearing  fin a n c ia l ins trum en ts) because o f changes in  general in te res t rates 
(in te res t ra te  risk ), changes in  the re la tionsh ip  between general and specific 
m a rke t in te res t rates (an aspect o f c red it r isk ), o r changes in  the rates o f 
exchange between currencies (fore ign  exchange risk ).
6.19 L i t ig a t io n  R is k .  L it ig a tio n  r is k  refers to the r is k  o f losses resu ltin g  
from  law su its  and the cost o f defending aga inst such claim s. Law su its  can arise 
from  the various aspects o f the b roker-dealer’s business. Areas o f p a rtic u la r 
concern include u n d e rw ritin g  activ ities , as w e ll as the m aintenance o f cus­
tom er accounts. Broker-dealers can help m itig a te  lit ig a tio n  r is k  in  m any ways, 
in c lu d ing  the fo llow ing:
•  E s tab lish ing  policies regard ing  a code o f professional conduct, the 
em ployer’s responsib ilities, and due diligence and estab lish ing  a sys­
tem  to  m on ito r compliance w ith  such policies
•  E s tab lish ing  a compliance func tion  to rev iew  the  ac tiv itie s  o f the sales 
departm ents and branch office operations
6.20 R e g u la to ry  R is k .  R egula tory r is k  refers to po ten tia l losses th a t 
m ig h t arise fo r fa ilin g  to com ply w ith  applicable sta tu tes, regu la tions, and 
ru les. Broker-dealers operate in  a h ig h ly  regu la ted  in d u s try  th a t requ ires close
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a tte n tio n  to compliance m atters. N o t on ly m ay such m atte rs  affect a b roker- 
dealer’s rep u ta tio n  and grow th, b u t noncompliance m ay also lead to fines or 
even the suspension or revocation o f the b roker-dealer’s reg is tra tion .
Understanding Risk Assessment
6.21 The a u d ito r should  ob ta in  su ffic ie n t know ledge o f the  b roker- 
dealer’s r is k  assessment process to  understand how m anagem ent considers 
risks  re levan t to fin an c ia l rep o rting  objectives and decides about actions to 
address those risks. T h is  knowledge m ig h t include unders tand ing  how m an­
agement iden tifie s  r is k , estim ates the significance o f the risks, assesses the 
like lihood  o f th e ir  occurrence, and re lates them  to fin an c ia l reporting . The use 
o f IT  m ay be an im p o rta n t p a rt o f a broker-dealer’s r is k  assessment process, 
in c lu d ing  p rov id ing  tim e ly  in fo rm a tion  to fa c ilita te  the id e n tif ica tio n  and 
m anagem ent o f risks.
6.22 A  b roker-dealer’s r is k  assessment d iffe rs from  the a u d ito r ’s consid­
e ra tion  o f a u d it r is k  in  a fin an c ia l sta tem ent aud it. The purpose o f a b roker- 
dealer’s r is k  assessment is to ide n tify , analyze, and manage risks  th a t affect 
the broker-dealer’s objectives. In  a fin an c ia l sta tem ent aud it, the a ud ito r 
assesses inh e re n t and contro l r isks  to evaluate the  like lihood  th a t m a te ria l 
m isstatem ents could occur in  the fin an c ia l statem ents.
Information and Communication System
6.23 A n  in fo rm a tion  system consists o f in fra s tru c tu re  (physica l and h a rd ­
ware components), software, people, procedures (m anual and autom ated), and 
data. In fra s tru c tu re  and software w ill  be absent, or have less significance, in  
systems th a t are exclusively or p r im a r ily  m anual. M any in fo rm a tion  systems 
make extensive use o f IT . The in fo rm a tion  system re levan t to fin an c ia l rep o rt­
ing  objectives, w h ich  includes the accounting system, consists o f the proce­
dures, w he ther autom ated or m anua l, and records established to  in itia te , 
record, process, and repo rt the broker-dealer’s transactions (as w e ll as events 
and conditions) and to  m a in ta in  accountab ility  fo r the re la ted  assets, l ia b il i ­
ties, and equ ity. T ransactions m ay be in itia te d  m anua lly  or au tom a tica lly  by 
program m ed procedures. Recording includes id e n tify in g  and cap tu ring  the 
re levan t in fo rm a tion  fo r transactions or events. Processing includes functions 
such as ed it and va lida tion , ca lcu la tion, m easurem ent, va lua tion , sum m ariza­
tion , and reconcilia tion, w he ther perform ed by autom ated or m anua l proce­
dures. R eporting  re lates to the p repa ra tion  o f fin an c ia l reports as w e ll as o ther 
in fo rm a tion , in  electronic or p rin te d  fo rm at, th a t the e n tity  uses in  m on ito ring  
and o ther functions. The q u a lity  o f system-generated in fo rm a tion  affects m an­
agement’s a b ility  to  m ake appropria te  decisions in  m anaging and con tro lling  
the b roker-dealer’s a c tiv itie s  and to prepare re liab le  fin an c ia l reports. Accord­
ing ly , an in fo rm a tion  system encompasses m ethods and records th a t:
•  Id e n tify  and record a ll va lid  transactions.
•  Describe, on a tim e ly  basis, the transactions in  su ffic ien t d e ta il to 
p e rm it proper c lassifica tion  o f transactions fo r fin an c ia l reporting .
•  Measure the value o f transactions in  a m anner th a t pe rm its  record ing 
th e ir  proper m onetary value in  the fin a n c ia l statem ents.
•  D eterm ine the tim e  period in  w hich  transactions occurred to p e rm it 
record ing o f transactions in  the proper accounting period.
•  Present p rope rly  the transactions and re la ted  disclosures in  the fin a n ­
c ia l statem ents.
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6.24 C om m unication involves p rov id ing  an unders tand ing  o f in d iv id u a l 
roles and responsib ilities p e rta in ing  to in te rn a l contro l over fin an c ia l rep o rt­
ing. I t  includes the  exten t to  w hich  personnel understand how th e ir  ac tiv itie s  
in  the fin an c ia l rep o rting  in fo rm a tion  system re la te  to  the w ork  o f others and 
the means o f rep o rting  exceptions to an appropria te  h ighe r level w ith in  the 
broker-dealer. Open com m unication channels help ensure th a t exceptions are 
reported and acted on. C om m unication can take the fo rm  o f policy m anuals, 
accounting and fin an c ia l repo rting  m anuals, and mem oranda. C om m unication 
also can be made electronically, ora lly, and through the actions o f management.
Understanding the Broker-Dealer's Information and 
Communication System
6.25 The a u d ito r should  ob ta in  su ffic ie n t know ledge o f the  broker- 
dealer’s in fo rm a tion  system re levan t to  fin an c ia l rep o rting  to understand the 
fo llow ing:
•  The classes o f transactions in  the b roker-dealer’s operations th a t are 
s ign ifican t to the fin an c ia l statem ents
•  The procedures, both  autom ated and m anua l, by w hich  transactions 
are in itia te d , recorded, processed, and reported from  th e ir  occurrence 
to th e ir  inc lus ion  in  the  fin an c ia l statem ents
•  The re la ted  accounting records, w he ther electronic or m anua l, sup­
p o rtin g  in fo rm a tion , and specific accounts in  the fin an c ia l statem ents 
involved in  in itia tin g , recording, processing and reporting transactions
•  H ow  the in fo rm a tion  system captures o ther events and conditions th a t 
are s ign ifican t to  the fin an c ia l statem ents
•  The fin an c ia l rep o rting  process used to prepare the broker-dealer’s 
fin an c ia l statem ents, in c lu d ing  s ign ifican t accounting estim ates and 
disclosures
6.26 W hen IT  is used to  in itia te , record, process, or repo rt transactions or 
o ther fin an c ia l data  fo r inc lus ion  in  fin an c ia l statem ents, the systems and 
program s m ay include controls re la ted  to the  corresponding assertions fo r 
s ign ifican t accounts or m ay be c rit ica l to  the effective func tion ing  o f m anua l 
controls th a t depend on IT .
6.27 In  ob ta in ing  an unders tand ing  o f the fin an c ia l repo rting  process, the 
a ud ito r should understand the autom ated and m anua l procedures an e n tity  
uses to prepare fin an c ia l statem ents and re la ted  disclosures, and how m is­
statem ents m ay occur. Such procedures include:
•  The procedures used to en te r transaction  to ta ls  in to  the general ledger.
•  The procedures used to in itia te , record, and process jo u rn a l entries in  
the general ledger.
•  O ther procedures used to record re cu rring  and non recurring  ad jus t­
m ents to the  fin an c ia l statem ents.
6.28 The a ud ito r also should obta in  su ffic ien t know ledge o f the means the 
broker-dealer uses to  comm unicate fin an c ia l rep o rting  roles and respons ib ili­
ties and s ign ifican t m atte rs  re la tin g  to fin an c ia l reporting .
Control Activities
6.29 C ontro l ac tiv itie s  are the policies and procedures th a t help ensure 
th a t m anagem ent d irectives are carried  out. They help ensure th a t necessary
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actions are taken  to address risks  to achievem ent o f the broker-dealer’s objec­
tives. C on tro l ac tiv ities , w he ther autom ated or m anua l, have various objec­
tives and are applied a t various organ iza tiona l and func tiona l levels. Each 
contro l a c tiv ity  is designed to accomplish a specific contro l objective. Generally, 
contro l ac tiv itie s  th a t m ay be re levan t to an a u d it m ay be categorized as 
policies and procedures th a t p e rta in  to the fo llow ing:
•  Perform ance reviews
•  In fo rm a tio n  processing
•  Physical controls
•  Segregation o f duties
6.30 M any o f the ac tiv itie s  o f broker-dealers are unique, and conse­
quently , m any o f the contro l ac tiv ities  are also unique. C ontro l ac tiv itie s  th a t 
m ay address the fo llow ing  a u d it concerns include the fo llow ing:
•  V a l id i t y .  C on tro l ac tiv ities  designed to reasonably ensure th a t re ­
corded transactions include only those th a t have ac tua lly  occurred.
•  C o m ple tene ss . C ontro l a c tiv itie s  designed to  reasonably ensure th a t 
va lid  transactions are not om itted entire ly  from  the accounting records.
•  A u th o r iz a t io n .  C ontro l a c tiv itie s  in tended to reasonably ensure th a t 
transactions are approved before they are executed and recorded.
•  V a lu a t io n  (a c c u ra c y ). C on tro l ac tiv ities  designed to reasonably en­
sure th a t d o lla r am ounts are co rrectly determ ined.
•  C la s s if ic a t io n .  C ontro l ac tiv itie s  in tended to reasonably ensure th a t 
transactions are recorded in  the r ig h t accounts, charged and credited 
to the  r ig h t customers, and so on.
•  P re s e n ta t io n  a n d  d is c lo s u re . C ontro l ac tiv itie s  designed to reason­
ably ensure th a t the accounting process fo r a transaction  is com pletely 
perform ed and is in  confo rm ity  w ith  GAAP.
•  T im in g  (c u to ff) . C ontro l ac tiv itie s  th a t are designed to  reasonably 
ensure a transaction  is accounted fo r in  the proper tim e  period.
•  R e g u la to ry .  C on tro l ac tiv itie s  th a t are designed to reasonably ensure 
th a t a transaction  complies w ith  the applicable laws and regula tions 
o f the SEC and o ther regu la to ry  bodies.
Understanding Control Activities
6.31 The a ud ito r should obta in  an understand ing  o f those contro l a c tiv i­
ties re levan t to  p lann ing  the aud it. As the a ud ito r obtains an understand ing  o f 
the o ther components, he or she is also lik e ly  to obta in  knowledge about some 
contro l ac tiv ities . For example, in  ob ta in ing  an unders tand ing  o f the docu­
m ents, records, and processing steps in  the fin an c ia l rep o rting  in fo rm a tion  
system th a t p e rta in  to  cash, the a ud ito r is lik e ly  to become aware o f w he ther 
bank accounts are reconciled. The a u d ito r should consider the knowledge about 
the presence or absence o f contro l ac tiv itie s  obta ined from  the understand ing  
o f the o ther components in  de te rm in ing  w he ther i t  is necessary to devote 
add itiona l a tte n tio n  to ob ta in ing  an understand ing  o f contro l ac tiv itie s  to p lan  
the aud it. O rd in a rily , a u d it p lann ing  does not requ ire  an understand ing  o f the 
contro l a c tiv itie s  re la ted  to each account balance, transaction  class, and disclo­
sure component in  the financia l statements or to every assertion relevant to them.
6.32 The a ud ito r should obta in  an understand ing  o f how IT  affects contro l 
ac tiv itie s  th a t are re levan t to p lann ing  the aud it. Some broker-dealers and 
a u d ito rs  m ay v iew  the  IT  con tro l a c tiv it ie s  in  te rm s o f a p p lica tio n  contro ls  
and general controls. A pp lica tion  controls apply to  the processing o f in d iv id u a l
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applications. According ly, app lica tion  controls re la te  to the use o f IT  to in itia te , 
record, process, and repo rt transactions or o ther fin an c ia l data. These controls 
help  ensure th a t transactions occurred, are authorized, and are com pletely and 
accurate ly recorded and processed.
6.33 A pp lica tion  controls m ay be perform ed by IT  or by ind iv idua ls . W hen 
app lica tion  controls are perform ed by people in te ra c tin g  w ith  IT , they m ay be 
re ferred  to  as user controls. The effectiveness o f user controls, such as reviews 
o f computer-produced exception reports or o ther in fo rm a tion  produced by IT , 
m ay depend on the accuracy o f the in fo rm a tion  produced.
6.34 General controls are policies and procedures th a t re la te  to  m any 
applications and support the effective func tion ing  o f app lica tion  controls by 
he lp ing  to ensure the continued proper operation o f in fo rm a tion  systems. 
General controls com m only include controls over data center and ne tw ork  
operations; system software acqu is ition  and m aintenance; access security; and 
app lica tion  system acqu is ition, development, and m aintenance.
6.35 The use o f IT  affects the w ay th a t contro l a c tiv itie s  are im plem ented. 
For example, w hen IT  is used in  an in fo rm a tio n  system, segregation o f duties 
often is achieved by im p lem en ting  security  controls.
Monitoring
6.36 M on ito ring  is a process th a t assesses the q u a lity  o f an e n tity ’s 
in te rn a l contro l perform ance over tim e. I t  involves assessing the design and 
operation o f controls on a tim e ly  basis and ta k in g  necessary corrective actions. 
The frequency w ith  w hich  controls are assessed depends on the significance o f 
the  r is k  being controlled, and the im portance o f a p a rtic u la r contro l in  reducing 
the r isk . H igh e r p r io r ity  r isks  genera lly w ill  requ ire  more frequen t assessment. 
S im ila rly , those controls m ost c r it ic a l to  reducing a g iven r is k  w ill  tend  to be 
assessed more often.
6.37 M o n ito r in g  can be done th ro ug h  ongoing m o n ito rin g  ac tiv itie s , 
th rough  separate evaluations, or a com bination o f the  two. Ongoing m on ito ring  
ac tiv itie s  are b u ilt  in to  the  norm a l re cu rring  ac tiv itie s  o f a broker-dealer, and 
includes reg u la r m anagem ent and supervisory ac tiv ities , comparisons, recon­
c ilia tions  and o ther actions personnel take in  perfo rm ing  th e ir  duties. M anag­
ers a t d iv is iona l and corporate levels are in  touch w ith  operations and m ay 
question reports th a t d iffe r s ig n ifica n tly  from  th e ir  knowledge o f operations. 
U sua lly , some com bination o f ongoing m on ito ring  and separate evaluations 
w il l  together ensure th a t in te rn a l contro l m a in ta in s  its  effectiveness over tim e.
6.38 In  m any broker-dealers, in te rn a l aud itors or personnel perfo rm ing  
s im ila r functions contribu te  to  the m on ito ring  o f b roker-dealer’s ac tiv ities  
th rough  separate evaluations. They re g u la rly  provide in fo rm a tion  about the 
func tion ing  o f in te rn a l contro l, focusing considerable a tte n tio n  on eva lua ting  
the design and operation o f in te rna l control. They communicate in form ation  about 
strengths and weaknesses and recommendations fo r im proving  in te rna l control.
6.39 M o n ito rin g  a c tiv itie s  m ay include using  in fo rm a tion  from  com m uni­
cations from  externa l parties. Customers im p lic it ly  corroborate transaction  
data  by paying  th e ir  am ount owed or com pla in ing  about th e ir  charges. In  
add ition , regu la tors m ay com m unicate w ith  the  broker-dealer concerning m a t­
te rs th a t affect the func tion ing  o f in te rn a l control, fo r example, com m unica­
tio n s  co nce rn ing  e xa m in a tio n s  by  s e lf-re g u la to ry  o rg a n iza tio n s . A lso , 
m anagem ent m ay consider com m unications re la tin g  to in te rn a l contro l from  
externa l aud ito rs in  pe rfo rm ing  m on ito ring  activ ities.
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6.40 In  m any en tities , m uch o f the in fo rm a tion  used in  m on ito ring  m ay 
be produced by the e n tity ’s in fo rm a tion  system. I f  m anagem ent assumes th a t 
data used fo r m on ito ring  are accurate w ith o u t hav ing  a basis fo r th a t assump­
tion , e rrors m ay exist in  the in fo rm a tion , p o te n tia lly  lead ing  m anagem ent to 
incorrect conclusions from  its  m on ito ring  activ ities.
Understanding Monitoring Activities
6.41 The a ud ito r should obta in  su ffic ien t knowledge o f the m ajor types o f 
ac tiv itie s  the broker-dealer uses to m on ito r in te rn a l contro l over financ ia l 
reporting , inc lud ing  the source o f the in fo rm a tion  re la ted  to those activ ities , 
and how those ac tiv itie s  are used to in it ia te  corrective action. W hen obta in ing  
an understand ing  o f the in te rn a l a u d it function, the a ud ito r should fo llow  the 
guidance in  paragraphs 4 th rough  8 o f SAS No. 65, T he  A u d i t o r ’s C o n s id e ra t io n  
o f  the  I n te r n a l  A u d i t  F u n c t io n  in  a n  A u d i t  o f  F in a n c ia l  S ta te m e n ts  (A IC PA, 
P ro fe s s io n a l S ta n d a rd s ,  vol. 1, A U  sec. 322).
Broker-Dealer Control and Monitoring Activities
6.42 C ontro l and m on ito ring  ac tiv ities  m ay be present in  the  functions o f 
a broker-dealer. M anagem ent uses such ac tiv ities  to  m itig a te  business risk . 
This A u d it and A ccounting Guide (Guide) discusses on ly those contro l and 
m on ito ring  ac tiv ities  th a t are unique to  brokers-dealers, such as those used to 
provide reasonable assurance o f compliance w ith  SEC Rules 15c3-1 and 15c3-3. 
The absence o f any o f these specific contro l and m on ito ring  ac tiv itie s  is no t 
ind ica tive  o f an in te rn a l contro l deficiency.
6.43 Security transactions m ay be processed, recorded, and m onitored by 
d iffe ren t departm ents w ith in  the broker-dealer. Even though th is  discussion 
addresses specific b roker-dealer contro l and m on ito ring  activ ities , the presen­
ta tio n  is general in  na tu re  and does not necessarily re flect the actua l opera­
tions or departm ents o f every broker-dealer. C ontro l and m on ito ring  ac tiv ities  
should be perform ed by persons w ith  no incom patib le  functions.
Sales and Com pliance
6.44 N e w  A c c o u n ts . C ontro l and m on ito ring  ac tiv itie s  fo r opening and 
m a in ta in in g  new accounts are essential fo r broker-dealers. The opening o f new 
accounts is p r im a r ily  the respons ib ility  o f custom er service centers (CSCs) and 
branch offices. C on tro l and m on ito ring  ac tiv itie s  are designed to ensure th a t 
recorded transactions are va lid , complete, and p roperly  authorized. B roker- 
dealers fo llow  various ac tiv itie s  (some o f w hich  are requ ired  by regu la to ry  
au thorities), such as the fo llow ing:
•  Have new accounts approved by appropria te  personnel and ensuring  
th a t the account file  contains docum entation concerning the essential 
facts p e rta in ing  to each customer. F or instance, i f  the custom er is a 
corporation, the file  ind icates th a t the person from  whom  the orders 
are accepted is du ly  authorized by the corporation to act on its  behalf. 
Rules re q u ir in g  such docum entation, as w e ll as re la ted  account super­
v is ion  activ ities , are re ferred  to as the “know  your custom er” rules. 
Special docum entation m ay also be requ ired  fo r o ther accounts, such 
as fo r a ll customers who w ish  to trade options or customers who are 
nonresident aliens.
•  Have custom er files  conta in  signed copies o f IRS Form  W-9, “Request 
fo r Taxpayer Id e n tifica tio n  N um ber and C e rtifica tio n ,” and, fo r non- 
U.S. citizens, IRS Form  W-8, “C ertifica te  o f Fore ign S ta tus.”
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•  Have m arg in  customers sign agreements, re fe rred  to as h y p o th e c a tio n  
a g re e m e n ts , th a t authorize  the broker-dealer to  use custom ers’ secu­
r it ie s  th a t are no t fu lly  paid for. Broker-dealers finance unpa id  ba l­
ances by borrow ing  money from  banks or o ther broker-dealers, and 
use custom er securities as co lla te ra l to the exten t perm issible.
•  Require a ll accounts in  the name o f the customer, unless the broker-dealer 
has received a w ritte n  statem ent signed by the customer a ttesting to his 
or her ownership o f an account in  any other name, symbol, or number.
•  M a il le tte rs  to  customers, requesting con firm a tion  a fte r being no tified  
o f changes in  addresses. Some broker-dealers m a il con firm a tion  re ­
quests to the custom ers’ la s t know n and cu rren t addresses.
•  M a il custom er statem ents period ica lly  (a t least qua rte rly , or m on th ly  
i f  there  is any a c tiv ity ), unless a custom er has requested in  w r it in g — 
and a designated o ffic ia l has approved the request— th a t the sta te­
m ents no t be m ailed.
•  Require w ritte n  au tho riza tion  from  each custom er fo r whom  the 
broker-dealer carries a d iscre tionary account, rece iving the approval 
(from  a designated person who does not exercise d iscre tionary  au th o r­
ity )  fo r every trade in  the  d iscre tionary account, and m a il an advice to 
the d iscre tionary  account custom er on the date each trade is executed.
•  Id e n tify  the accounts o f partners, officers, and employees and th e ir  
know n re la tives so th a t transactions in  such accounts can be reviewed 
by designated personnel.
•  O b ta in  w ritte n  approval from  another b roker-dealer fo r opening an 
account o f an employee o f th a t broker-dealer.
6.45 O rd e r  E n t r y .  The p rim a ry  objectives o f the order departm ent are to 
ensure th a t a ll authorized orders are directed to  the  proper m arketp lace, 
executed, and accurate ly recorded. C on tro l and m on ito ring  a c tiv itie s  over 
custom er orders to purchase and sell securities should be ide n tifie d  and tested 
because accounting in fo rm a tio n  is generated from  custom er order form s. Cus­
tom er orders generate accounting entries th a t affect the fo llow ing  financ ia l 
sta tem ent accounts:
•  Receivables from  and payables to  customers
•  F irm  inven to ry
•  Receivables from  and payables to o ther broker-dealers and clearing 
organizations
•  Com m ission income and expense
6.46 Some o f the contro l and m on ito ring  ac tiv itie s  typ ica lly  associated 
w ith  the order departm ent include—
•  Assign ing  a num ber to orders when placed and accounting fo r a ll o rder 
numbers.
•  Reviewing, by supervisory personnel, the open order file .
•  C om paring trade data  recorded on the custom er con firm a tion  w ith  the 
order fo rm  prepared by the order departm ent and reg istered repre­
sentative before m a ilin g  i t  to  the customer.
•  R equ iring  th a t the execution price o f an order be confirm ed by the 
order departm ent to  the registered representative, and by the reg is­
tered representa tive  to  the customer, sho rtly  a fte r p lacing the order. 
Lack o f con firm a tion  o f execution usua lly  in itia te s  in q u iry  by the 
reg istered representa tive  or customer.
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•  Inc lud in g  a check d ig it in  the custom er account num ber on order 
forms.
•  Segregating and not processing orders lack ing  requ ired  in fo rm a tion , 
such as an in v a lid  contra broker-dealer num ber.
•  V e rify in g  completed order form s.
•  N o t processing l im it  orders i f  the execution price is no t w ith in  prede­
te rm ined  m arke t lim its .
•  U sing  order form s th a t provide fo r the e n try  o f a ll re levan t in fo rm a tion  
about an order to be processed.
•  T im e-stam ping orders when they are placed, when they are tra n s m it­
ted to  exchanges or tra d in g  rooms, and upon notice o f execution. 
D isputes regard ing  prices can be resolved based on the tim e  the order 
was placed and executed.
•  R equ iring  orders, o ther th an  those autom a tica lly  executed, to  be 
in itia te d  by a reg istered representative, placed by the order desk, 
executed by a trader, and confirm ed by a floo r clerk.
6.47 S a le s  C o m p lia n c e . The compliance departm ent is responsible fo r 
ensuring  th a t the broker-dealer’s sales ac tiv itie s  are conducted in  accordance 
w ith  applicable laws and regula tions. Some o f the contro l and m on ito ring  
ac tiv itie s  typ ica lly  associated w ith  and in  connection w ith  regu la to ry  ru les 
re q u irin g  adequate supervision o f the sales compliance function  include the 
fo llow ing:
•  M on ito ring  and rev iew ing  transactions in  custom er accounts fo r s u it­
a b ility , p a rtic u la rly  w ith  respect to d iscre tionary accounts.
•  D ocum enting and inves tiga ting  custom er com plaints.
•  R equ iring  sales representatives to be registered in  accordance w ith  
applicable regula tions.
•  M on ito ring  and rev iew ing  transactions in  employee accounts.
•  R equ iring  a cash transaction  repo rting  fo rm  to be completed fo r a ll 
receipts o f funds, in  confo rm ity  w ith  the B ank Secrecy Act.
•  Review ing p ro p rie ta ry  transactions to id e n tify  transactions th a t m ay 
v io la te  p roh ib itions  on ins ide r tra d in g  or represent m an ipu la tive  and 
deceptive practices.
•  M o n ito rin g  and active ly  rev iew ing  closed accounts or inactive  ac­
counts.
•  G enerating and then  rev iew ing  exception reports th a t h ig h lig h t u n ­
usual ac tiv ity .
•  Review ing sales and adve rtis ing  lite ra tu re  to ensure compliance w ith  
federa l and state securities laws, as w e ll as w ith  various regula tions 
o f se lf-regu la tory bodies.
•  Review ing IPOs to customers to ensure th a t the securities offered are 
registered in  accordance w ith  the Securities A c t o f 1933 and in  accord­
ance w ith  state B lue-Sky laws.
Clearance
6.48 P u rc h a s e s  a n d  S a les . The purchase and sales (P&S) departm ent 
processes custom er orders and is responsible fo r the fo llow ing:
•  Recording purchases and sales transactions i f  th a t is not done auto­
m a tica lly  th rough  the order e n try  process
•  P reparing  confirm ations o f securities transactions
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•  C om paring transactions w ith  o ther broker-dealers and clearing  o r­
ganizations, and com puting commissions, taxes, and o ther fees
6.49 Some o f the contro l and m on ito ring  ac tiv itie s  typ ica lly  associated 
w ith  the P&S departm ent include the fo llow ing.
•  Compare the to ta l num ber o f orders entered to the to ta l num ber o f 
orders on the trade date b lo tte r and reconcile any differences (for 
instance, canceled trades, l im it  orders no t executed, and rejects).
•  Recap d a ily  the adjustm ents between trade date b lo tte rs  (such as 
T /D + 1, T/D+2, T/D+3) and use them  to reconcile those b lo tte rs.
•  Trace a ll to ta ls  on the se ttlem ent b lo tte rs  to the general ledger.
•  P ro h ib it P&S personnel from  ob ta in ing  access to custom er accounts, 
stock records, m arg in  records, the cashier’s departm ent, and the 
m a ilin g  departm ent.
•  Compare order ticke ts, on a tes t basis, to entries on the trade date 
b lo tte r, and recom puting  commissions, taxes, and o ther fees.
•  Compare a ll transactions cleared th rough  c learing  organizations w ith  
c learing  o rgan ization  contract sheets, or e lectron ica lly  th rough  EDP 
interfaces, and com paring a ll b roker-to -broker transactions w ith  con­
firm a tion s  received from  the contra broker-dealer.
•  Balance p rin c ip a l transactions w ith  customers in te rn a lly  against the 
f irm  tra d in g  accounts w ith  exceptions p ro m p tly  entered in to  the 
suspense file  and investigated.
•  Balance presettlem ent custom er and streetside transactions da ily , to 
ensure th a t balance entries are posted to the general ledger and 
securities record.
•  P eriod ica lly  (pre ferab ly da ily ) review , age, and report to appropria te  
o ffic ia ls concerning open P&S suspense item s because suspended 
trades represent po ten tia l fa ils , don’t  knows (DKs), unknow n inven­
to ry  positions, or financ ing  costs.
•  Agree am ounts and account d is tribu tio ns  on the se ttlem ent b lo tte r to 
general ledger entries.
•  Sum m arize on exception reports and active ly  review  “as o f" transac­
tions and “canceled and corrected” transactions.
•  M a il trade confirm ations to customers genera lly  before se ttlem ent 
date and rep o rting  any m isstatem ents noted by customers.
Securities Settlement
6.50 R eceive a n d  D e liv e r .  A ll receipts and deliveries o f securities and 
money are handled by the receive-and-deliver section o f the cashier’s depart­
m ent. Some o f the contro l and m on ito ring  ac tiv itie s  typ ica lly  associated w ith  
the receive-and-deliver func tion  include the fo llow ing:
•  Receiving or de live ring  securities on ly i f  they are supported by w ritte n  
ins truc tions  prepared by another departm ent or w o rks ta tion
•  M ic ro film in g  securities received and delivered to resolve any d iffe r­
ences between broker-dealers
•  E xam in ing  fo r n eg o tia b ility  ( th a t is, p rope rly  endorsed, signed, and 
guaranteed) and fo r completeness (th a t is, coupons and w arran ts) 
securities received before they are placed in  the active box or va u lt
•  Recording the ce rtifica te  num bers o f securities received
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•  A u th o riz in g  ce rta in  designated employees to execute or guarantee 
assignm ents
•  M a in ta in in g  contro l over the facsim ile  signature  devices used
•  D esignating  an employee who does not handle securities or cash to 
determ ine th a t paym ent is received when securities are delivered 
aga inst paym ent
•  Bonding a ll employees who handle securities
•  Ba lancing  d a ily  movements o f securities, and assigning respons ib ility  
fo r the clearance o f out-of-balance positions to specific ind iv id ua ls  who 
have no other duties related to any other aspects o f securities processing
•  Inves tig a tin g  and reso lv ing securities positions (and re la ted  ledger 
am ounts) in  suspense accounts on a tim e ly  basis
•  E nsu ring  th a t due b ills  fo r d ividends are id e n tifie d  and recorded w ith  
the rece ip t or de livery o f securities
•  P e rio d ica lly  com paring  the  d e ta ils  o f fa ils -to -rece ive  and fa ils -to - 
de live r w ith  the stock record in  accordance w ith  SEC Rule 17a-13, and 
agreeing the respective am ounts receivable or payable to the re la ted  
general ledger contro l accounts
•  M a in ta in in g  ag ing  schedules o f fa il-to -rece ive  and fa il-to -d e live r 
transactions cu rren tly , fo llow ing  up on aged fa il transactions, in i t ia t ­
ing  buy-ins in  accordance w ith  various regu la to ry  ru les, and ana lyz ing  
aged fa ils  fo r regu la to ry  purposes
•  Period ica lly  rev iew ing  operations suspense item s to determ ine the 
p ro p rie ty  o f receivables or payables ca rried  in  the account
•  C om paring suspense item s w ith  und e rly in g  trade ticke ts  or o ther 
records, and rev iew ing  the p ro p rie ty  o f the subsequent clearance o f 
suspense item s
6.51 E x te n s io n  o f  C re d it .  The m arg in  departm ent, also called the c red it 
departm ent, m on itors the extension o f c red it to customers. Some o f the contro l 
and m on ito ring  ac tiv itie s  over transactions w ith  customers th a t are typ ica lly  
associated w ith  the m arg in  departm ent include the fo llow ing:
•  E s tab lish ing  procedures to  ensure compliance w ith  the requirem ents 
o f Federal Reserve R egula tion T  (R egulation T) inc lu d ing  cash, m a r­
g in , and o ther accounts, as w e ll as m aintenance m arg in  (ru le  431) 
requ irem ents
•  Im p lem en ting  a system designed to p revent v io la tions o f Regula tion 
T  and s im ila r regu la tions addressing the extension and m aintenance 
o f cred it, in c lu d ing  the p rom pt issuance o f R egula tion T calls and 
m aintenance calls, and p rom pt fo llow -up action in  the event th a t calls 
are no t m et
•  Im p lem en ting  a system to have “house” m arg in  requirem ents th a t are 
h ighe r than  those established by regu la to ry  au tho rities , i f  i t  is consid­
ered necessary fo r the pro tection  o f the broker-dealer
•  P erfo rm ing  c red it investiga tions before transacting  business w ith  a 
custom er and before estab lish ing  cred it lim its
•  O b ta in ing  signed m arg in  agreements before tra d in g  in  a m arg in  
account can occur
•  D isbu rs ing  cash and de live ring  securities on ly upon w r itte n  a u th o ri­
za tion  o f the appropria te  personnel
•  R equ iring  the au tho riza tion  o f m arg in  departm ent personnel before 
paying  funds or w ith d ra w in g  securities from  custom ers’ accounts
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P ro h ib itin g  m arg in  clerks from  in it ia t in g  entries to custom er accounts 
and from  hav ing  contact w ith  custom ers’ securities, rem ittances, or 
disbursem ents
Assign ing  respons ib ility  fo r m on ito ring  custom er accounts to specific 
employees, who are ro ta ted  onto o ther duties period ica lly  
R eview ing m arg in  records period ica lly  (by an employee who has no 
duties in  connection w ith  them ) to determ ine th a t the m in im u m  
m arg in  requirem ents o f the f irm  are being m ain ta ined  
P rom p tly  repo rting  to m anagem ent on custom ers’ underm argined 
accounts and unsecured or p a r tly  secured accounts, fo r purposes o f 
eva lua tion  as to co lle c tib ility
D elegating duties app ropria te ly  and ro ta tin g  the duties o f personnel 
in  key contro l areas
Accepting securities received from  customers th a t are reg istered in  a 
name o ther th an  the custom er’s only i f  p roo f o f ownership is provided 
P e rm ittin g  on ly designated employees to make entries to custom er 
accounts, and re q u ir in g  th a t two employees approve changes to cus­
tom er account files. L im it  the types o f transactions (such as cash 
receipts, cash disbursem ents, securities receipts and deliveries, or 
adjustm ents) th a t an employee can in itia te
•  E s tab lish ing  procedures to ensure compliance w ith  the requirem ents 
o f SEC Rules 400 th rough  406 and CFTC ru les 41.42 th rough  41.49 
governing custom er m arg in  fo r transactions in  security  fu tu res
Custody
6.52 C a s h ie r in g .  The cashiering departm ent is responsible fo r the cus­
tody, safekeeping, and segregation o f securities. Some o f the contro l and 
m on ito ring  ac tiv itie s  typ ica lly  associated w ith  the custody function  inc lude—
•  M a in ta in in g  securities th a t are on the premises in  a fire p ro o f vau lt.
•  Keeping securities th a t are not needed in  da ily  operations a t depositories.
•  M a in ta in in g  physical controls over securities on hand by re s tr ic tin g  
access to areas conta in ing  securities to authorized employees, and by 
keeping the cage and va u lt doors always locked.
•  U s ing  dua l controls over access to securities.
•  L im it in g  the num ber o f employees who have the va u lt com bination.
•  N oting , in  the records o f the broker-dealer, custom ers’ fu lly  paid and 
excess-margin securities as securities requ ired  to  be in  its  physical 
possession or contro l in  accordance w ith  SEC Rule 15c3-3; m a in ta in in g  
records o f custom ers’ fu lly  paid and excess-margin securities not in  the 
broker-dealer’s possession or contro l, de te rm in ing  the location o f such 
securities, and in it ia t in g  action to b rin g  them  in to  possession or 
contro l w ith in  the tim e  fram e set fo rth  in  the ru le .
•  P eriod ica lly  m ic ro film in g  securities on hand fo r use in  researching any 
m isstatem ents.
•  C onducting surprise  counts o f securities on hand.
•  C on firm ing  securities, counting  securities, or both, once each calendar 
qua rte r and com paring the resu lts  to the books and records, as re ­
qu ired  under SEC Rule 17a-13, “Q u a rte rly  Securities E xam inations.” 
SEC Rule 17a-13 requires th a t ce rta in  broker-dealers, a t least once in  
each calendar qua rte r, phys ica lly  exam ine and count a ll securities 
held  and account fo r a ll o ther securities th a t are subject to the 
broker-dealer’s control or direction and are not in  its  physical possession.
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The counting  and ve rifica tio n  o f securities is requ ired  to be perform ed 
by or supervised by personnel th a t do not have da ily  respons ib ility  fo r 
the securities.
•  Agree ing resu lts  o f security  counts, and ve rifica tions to the stock 
record, w ith  any differences noted in  accordance w ith  the Rule 17a-13 
and followed to a conclusion.
•  Agree ing da ily , and reconciling  a t least m onth ly , the deta ils  o f tra n s ­
actions fo r accounts carried  by o ther broker-dealers (such as om nibus 
accounts), and reso lv ing any differences.
•  D a ily  reconciling o f the securities held  a t depositories to the stock 
record.
•  Ba lancing, on a da ily  basis, custom er accounts w ith  the stock record 
and general ledger contro l accounts, as w e ll as w ith  m arg in  depart­
m ent records.
•  Id e n tify in g  and segregating w orth less and restric ted  securities.
6.53 S e c u r it ie s  T ra n s fe r .  The tran s fe r departm ent is responsible fo r the 
tran s fe r o f ownership and the reg is tra tion  and reissuance o f securities. The 
fo llow ing  are some o f the contro l and m on ito ring  ac tiv itie s  typ ica lly  associated 
w ith  the tran s fe r departm ent:
•  Recording in  a memo fie ld  on the stock record tran s fe r ins truc tions
•  M atch ing  securities received back from  the tran s fe r agent against 
open tran s fe r ins tructions
•  M a in ta in in g  and reporting , fo r m anagem ent and regu la to ry  purposes, 
the aging o f open tran s fe r item s
•  Period ica lly  confirm ing, w ith  the tran s fe r agent, aged open trans fe r 
item s
Dividends, Interest, and Reorganization
6.54 D iv id e n d s  a n d  In te re s t. The d iv idend departm ent n o rm a lly  m on i­
to rs d ividends declared by corporations, m on itors the collection (and paym ent, 
i f  the broker-dealer is short) o f d ividends, records in te res t and d ividends on 
securities owned by the f irm  or its  customers, and credits custom er and f irm  
accounts w ith  th e ir  d ividends and in te rest. The fo llow ing  are some o f the 
contro l and m on ito ring  ac tiv itie s  typ ica lly  associated w ith  the processing o f 
d ividends and in te rest:
•  Receiving in fo rm a tion  regard ing  d iv idend declarations e lectron ica lly  
from  independent d iv idend-reporting  services
•  M a n ua lly  rev iew ing  in p u t d iv idend in fo rm a tion  separate ly
•  O b ta in ing  in fo rm a tion  regard ing  bond in te res t coupon dates when 
new issues are recorded on the securities m aster file
•  A u to m a tica lly  creating, on the record date from  an extract o f the stock 
record (com monly re fe rred  to as a ta k e -o f f  sheet), a d iv idend file  th a t 
iden tifie s  a ll long and short security positions in  each issue fo r w hich  
a d iv idend has been declared
•  D eb iting , th rough  an autom ated process on the paym ent date, a ll 
entries to customer, noncustomer, and processing accounts
•  Recording in  the suspense account and hav ing  the d iv idend depart­
m ent investiga te  differences between money received and the receiv­
able am ount or between money paid and the payable am ount
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•  F o llow ing  up w ith  paying  agents or depositories ho ld ing  the f irm ’s and 
its  custom ers’ securities in  street name fo r paym ents
•  R ou tine ly  aging receivables and payables and long and short stock 
dividends fo r exposure and fo r regu la to ry  purposes, and repo rting  
them  to m anagem ent
6.55 R e o rg a n iz a t io n s . The reorgan ization  departm ent is responsible fo r 
the processing o f securities invo lv in g  corporate reorganizations, consolida­
tions, subscriptions, and exchanges. Some o f the contro l and m on ito ring  a c tiv i­
ties typ ica lly  associated w ith  reorgan ization  departm ents include—
•  Receiving in fo rm a tion  regard ing  pending reorgan ization  transactions 
e lectron ica lly  from  independent repo rting  services.
•  M a n u a lly  rev iew ing  in p u t reo rgan ization  in fo rm a tion  separately.
•  C on tro lling  physical movements o f securities subject to pending reor­
ganizations by processing them  th rough  the appropria te  reorganiza­
tio n  accounts.
•  Ba lancing  a ll reorgan ization  transactions on a security-by-security 
basis.
•  P eriod ica lly  record ing and con firm ing  money receivable or securities 
a t agents w ith  any differences entered in to  a suspense account and 
investigated.
M ortgage-Backed Securities
6.56 B roker-dealers obta in  and sell m ortgage-backed securities. Some o f 
the contro l and m on ito ring  ac tiv ities  th a t are ty p ica lly  associated w ith  such 
securities include—
•  E s tab lish ing  and m on ito ring  a standard ized stra tegy fo r a lloca ting  to 
be announced securities (TBAs) to specified pools.
•  A na lyz ing  and m on ito ring  securities received in  incom ing pools.
•  P roperly  record ing unallocated TBAs as fa ils.
•  E nsu ring  th a t the a llocation  o f TBAs to pools is e ffic ien t, adequately 
va lida ted , and p rope rly  recorded.
•  E nsu ring  th a t complete and correct factor updates are received on a 
tim e ly  basis.
•  O b ta in ing  p rinc ip a l and in te res t (P & I) in fo rm a tion  (inc lud ing  factors) 
from  externa l sources (especially fo r deriva tives) and ensuring  th a t 
the va lida ted  in fo rm a tion  is updated on the appropria te  systems on a 
tim e ly  basis.
Sw ap and Sw ap-Derivative Transactions
6.57 M any broker-dealers enter in to  swap and sw ap-derivative transac­
tions in  th e ir  capacity as dealers and as p a rt o f various strategies. Some o f the 
contro l and m on ito ring  ac tiv itie s  th a t are typ ica lly  associated w ith  such tra n s ­
actions inc lude—
•  P rov id ing  tra in in g  to s ta ff w ith  respect to systems used to process 
swaps, as w e ll as technical updates on the processing o f and accounting 
fo r new products.
•  H ir in g  s ta ff th a t is experienced w ith  the various types o f products 
processed and ensuring  th a t such s ta ff is supervised by experienced 
ind iv idua ls .
•  R eview ing the systems used to process and account fo r swap transac­
tions in  order to ensure th a t they are opera ting  as intended.
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•  E nsu ring  th a t the system selected to process swap transactions is able 
to handle the cu rren t and projected volum e o f business.
•  Ensuring th a t systems or technical personnel are capable o f supporting 
the curren t system and augmenting features o f the system as needed.
•  Developing a contingency p lan in  the event th a t the system breaks down.
•  R estric ting  access to the system by using  codes and passwords.
•  M a in ta in in g  signed contracts fo r each swap transaction , as w e ll as a 
l is t  o f ou ts tand ing  unsigned contracts.
•  Keeping files o f correspondence from  counterparties regarding payment 
instructions, amounts to be paid or received, modifications to curren t 
contracts, and notifications o f early term inations and fin a l payments.
•  Separating the functions o f in p u ttin g  swap transactions in to  the 
system and o f ve rify in g  the accuracy o f the inpu t.
•  Separating such functions as m on ito ring , ca lcu la ting, and processing 
o f paym ents and receipts.
•  E nsu ring  th a t the execution o f swap transactions and the  m on ito ring  
o f coun terparty  c red it q u a lity  and coun terparty  exposure lim its  are 
perform ed by separate ind iv idua ls .
•  E s tab lish ing  and m a in ta in in g  fo rm a l policies concerning hedging 
strateg ies.1
•  R estric ting  contro l and m aintenance over legal docum entation.
•  P e rfo rm ing  reconcilia tions between cash d isbursem ents and receipts, 
systems calculations, and correspondence from  counterparties.
•  P e rfo rm ing  the  va lu a tio n  o f the swap portfo lio  frequen tly  and ob ta in ­
ing, from  re liab le  sources consistently on each va lua tion  date, the 
m a rke t data  used to value the portfo lio . The va lua tion  process and the 
ve rifica tio n  o f th is  process is perform ed by separate ind iv idua ls .
•  A na lyz ing  the changes in  the p o rtfo lio ’s va lua tion  in to  the fo llow ing  
separate components:
—  M a rke t flu c tua tions
—  Accretion
—  Swap paym ents/receipts
—  M atu ra tio ns /te rm in a tio ns
—  New transactions
•  Reconciling trade rs ’ estim ates o f p ro fit and loss to the portfo lio  va lu ­
a tion  system.
Principal Transactions
6.58 F i r m  T ra d in g .  M any broker-dealers buy and sell securities in  th e ir  
capacity as dealers and as p a rt o f various pos ition ing  strategies th a t a ttem p t 
to  generate p ro fits  by a n tic ip a tin g  fu tu re  m arke t movements. These dealer and 
pos ition ing  strategies are co llective ly re ferred  to  as f i r m  t r a d in g .  G iven the 
v o la t ility  o f the fin an c ia l m arkets, proper contro l and m on ito ring  ac tiv itie s  
over f irm  tra d in g  ac tiv itie s  are c ritica l. Some o f the contro l and m on ito ring  
ac tiv itie s  th a t are typ ica lly  associated w ith  f irm  tra d in g  genera lly  include—
•  E stab lish ing  overa ll position  lim its , as w e ll as separate lim its  fo r each 
tra d e r and product.
1 P r o v id e d  th e  r e q u i r e m e n t s  o f  F A S B  S ta te m e n t  N o . 1 3 3 , A c c o u n t in g  f o r  D e r iv a t iv e  I n s t r u m e n t s  
a n d  H e d g in g  A c t iv i t i e s , a s  a m e n d e d ,  a re  m e t.
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•  M o n ito rin g  positions da ily  and d a ily  m on ito ring  tra d in g  gains and 
losses by each tra d e r on a trade  date basis.
•  D a ily  reconciling  tra d in g  desk records, w h ich  are m a in ta ined  on a 
trade  date basis, to the accounting departm ent records.
•  D a ily  m a rk in g  to m a rke t f irm  tra d in g  positions w ith  prices obtained 
from  independent p ric ing  sources.
•  R eview ing a ll trader-de te rm ined  va lua tions or overridden va luations.
•  M anagem ent rev iew  o f reports o f a ll aged positions.
•  M anagem ent rev iew  o f reports o f position  concentrations.
•  Sending trade confirm ations to each counterparty.
•  Recording trade rs ’ phone conversations w ith  counterparties.
•  R eview ing da ily  the autom ated comparison o f settled positions on the 
firm  inven to ry  system versus positions on the stock record.
•  C om paring trade ticke ts  to the d a ily  transaction  in fo rm a tion  recorded 
on the f irm ’s books and records.
•  T im e-stam ping  trade  ticke ts  a t the tim e  a transaction  is received and 
executed.
•  Reviewing and ve rify ing  a ll confirmations received from  counterparties.
•  D a ily  ba lancing p rin c ip a l transactions conducted w ith  the broker- 
dealer’s customers.
6.59 U n d e rw r it in g .  A  broker-dealer m ay act as a m anager, comanager, 
or syndicate m em ber in  the u n d e rw ritin g  o f pub lic  or p riva te  offerings o f 
securities. M any o f the  contro l and m on ito ring  ac tiv itie s  re la ted  to f irm  tra d in g  
also serve as contro l and m on ito ring  a c tiv itie s  over u n d e rw ritin g  ac tiv ity . 
Some add itiona l contro l and m on ito ring  ac tiv itie s  typ ica lly  associated w ith  the 
u n d e rw ritin g  func tion  include—
•  M a in ta in in g  the subscrip tion records fo r the u n d e rw ritin g , and receiv­
in g  from  members o f the buy ing  and se lling  groups reports o f orders 
from  th e ir  customers, so th a t the m anaging u n d e rw rite r knows a t a ll 
tim es the sta tus o f the offering.
•  Separate ly accounting fo r the revenue and expenses o f the syndicate.
•  Ag ing, and separate ly m a in ta in in g  on a deal-by-deal basis, am ounts 
receivable or payable th a t are recorded on the b roker-dealer’s books 
pu rsuan t to an und e rw riting .
Collateralized Financings
6.60 S to c k  L o a n  a n d  S to c k  B o r ro w .  These transactions genera lly  resu lt 
from  the need fo r one broker-dealer to borrow  securities fo r de livery  to another 
b roker-dealer or to a customer. A t large broker-dealers, the stock loan depart­
m ent has respons ib ility  fo r en te ring  in to  such transactions. Some o f the control 
and m on ito ring  ac tiv itie s  typ ica lly  associated w ith  stock loan and stock borrow  
a c tiv ity  include—
•  R eview ing counterparties fo r cred itw orth iness and ob ta in ing  m aster 
trade  agreements and cred it approval fo r counterparties before en te r­
ing  in to  a stock-loan or stock-borrow transaction.
•  E s tab lish ing  transaction  lim its  by counterparty.
•  L is tin g  those securities in  excess o f SEC Rule 15c3-3 possession or 
contro l requ irem ents as availab le  to be loaned fo r any g iven day. 
R ecalling those securities in  defic its w ith in  the tim e  fram es required.
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•  O b ta in ing  physical possession or contro l o f a ll co lla tera l.
•  E nsu ring  th a t borrows are made in  accordance w ith  the requirem ents 
o f Federal Reserve R egula tion T.
•  M ark ing  to m arket a ll collateral da ily and, i f  a deficit (w ith in  established 
guidelines) exists, obta ining additional co llateral from  the counterparty.
•  Reconciling the stock-loan and stock-borrow  subsid ia ry ledgers to the 
stock record (positions) and general ledger (contract am ounts) da ily . 
O ut-of-balances are recorded as suspense item s and researched 
im m e d ia te ly .
•  C on firm ing  transactions period ica lly  on a basis th a t, a t a m in im um , 
complies w ith  SEC Rule 17a-13 regard ing  the q u a rte rly  ve rifica tio n  o f 
securities.
•  L is tin g  transactions w ith  u nusua lly  h igh  or low  rebate term s on an 
exception repo rt fo r rev iew  by m anagement.
6.61 B a n k  L o a n  F in a n c in g .  A  broker-dealer m ay finance its  p ro p rie ta ry  
or custom er a c tiv ity  th rough  co lla tera lized bank loans. Such loans m ust be 
negotiated separate ly w ith  each bank. Some o f the contro l and m on ito ring  
ac tiv itie s  typ ica lly  associated w ith  bank loan financ ing  include—
•  E nsu ring  th a t customer, noncustom er, and f irm  bank loans are sepa­
ra te ly  m a in ta ined  and th a t procedures are in  place to prevent com­
m in g lin g  o f co lla tera l.
•  M a in ta in in g  separate accounts in  the general ledger fo r each loan, 
w ith  separate positions being m a in ta ined  on the stock record fo r the 
securities co lla te ra liz ing  each loan.
•  E nsu ring  th a t securities used to  co lla tera lize  bank loans fo r customers 
are not fu lly  paid  or excess-margin securities, because such securities 
are required  to be segregated pu rsuan t to SEC Rule 15c3-3 possession 
or contro l requirem ents.
•  P eriod ica lly  con firm ing  bank loan co lla te ra l on a basis th a t, a t a 
m in im u m , complies w ith  SEC Rule 17a-13 regard ing  the q ua rte rly  
ve rifica tio n  o f securities.
6.62 R e p u rc h a s e  a n d  R everse R e p u rc h a s e  A g re e m e n ts . Repo agreements 
are typ ica lly  entered in to  to finance positions in  governm ent and governm ent- 
agency securities (see C hapter 1). Reverse repo agreements are s im ila r to stock 
borrow  transactions, except th a t reverse repo agreements are genera lly  exe­
cuted in  governm ent and government-agency securities and frequen tly  re la te  
to investm ent ac tiv ities , in  add ition  to m eeting de livery  requirem ents. C ontro l 
and m on ito ring  ac tiv itie s  typ ica lly  associated w ith  repo and reverse repo 
agreements include—
•  Review ing counterparties fo r cred itw orth iness and ob ta in ing  m aster 
trade  agreements and c red it approval fo r counterparties before en te r­
ing  in to  a repo or reverse repo transaction .
•  E s tab lish ing  position  and c red it lim its  by counterparty.
•  O b ta in ing  co lla te ra l from  the counterparty.
•  M a rk in g  to m a rke t a ll co lla te ra l da ily ; i f  a de fic it (w ith in  established 
guidelines) exists, add itiona l co lla te ra l m ay be obtained from  the 
counterparty.
•  Reconciling the repo and reverse repo subsid ia ry ledgers to the stock 
record (positions) and general ledger (contract am ounts) da ily . O ut-o f­
balances are recorded as suspense item s and researched im m ediate ly .
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•  P eriod ica lly  con firm ing  transactions on a basis th a t, a t a m in im um , 
complies w ith  SEC Rule 17a-13 regard ing  q ua rte rly  ve rifica tio n  o f 
securities.
•  L is tin g  transactions w ith  u nusua lly  h igh  or low  in te res t te rm s on an 
exception report fo r review  by m anagement.
SEC Requirements for Management's Report on 
Internal Control Over Financial Reporting†
6.63 As d irected by Section 404 o f the Sarbanes-Oxley A c t o f 2002, the 
Securities and Exchange Comm ission (SEC) adopted fin a l ru les re q u irin g  
companies subject to the repo rting  requirem ents o f the Securities Exchange 
A ct o f 1934, o ther th a n  reg istered investm en t companies, to  include in  th e ir  
annua l reports a report o f m anagem ent on the company’s in te rn a l contro l over 
fin a n c ia l repo rting . See the  SEC web site  a t w w w .sec.gov/ru les/final/33- 
8238.htm  fo r the fu l l  te x t o f the regula tion .
6.64 The SEC ru les c la r ify  th a t m anagem ent’s assessment and report is 
lim ite d  to in te r n a l  c o n tro l o v e r f in a n c ia l  re p o r t in g .  M anagem ent is not re ­
qu ired  to consider o ther aspects o f control, such as controls p e rta in ing  to 
opera ting  efficiency. The SEC’s d e fin itio n  o f in te rn a l contro l encompasses the 
C om m ittee o f Sponsoring O rganizations o f the Treadw ay Com m ission (COSO) 
d e fin itio n  b u t the SEC does not m andate th a t the e n tity  use COSO as its  
c r ite r ia  fo r  ju d g in g  effectiveness.
Annual Reporting Requirements
6.65 U nder the SEC ru les, the company’s annua l 10-K m ust include:
1. M a n a g e m e n t ’s A n n u a l R e p o r t o n  I n te r n a l  C o n tro l O v e r F in a n c ia l  
R e p o r t in g .  Th is  repo rt on the company’s in te rn a l contro l over fin a n ­
c ia l repo rting  should contain:
a. A  sta tem ent o f m anagem ent’s responsib ilities fo r estab lish ing  
and m a in ta in in g  adequate in te rn a l contro l over fin an c ia l rep o rt­
ing.
b. A  sta tem ent id e n tify in g  the fram ew ork used by m anagem ent to 
evaluate the effectiveness o f the company’s in te rn a l contro l over 
fin an c ia l reporting .
c. M anagem ent’s assessment o f the effectiveness o f the company’s 
in te rn a l contro l over fin an c ia l rep o rting  as o f the end o f the most 
recent fisca l year, inc lud ing  a sta tem ent as to  w he ther or not 
in te rn a l contro l over fin an c ia l repo rting  is effective. Th is discus­
sion m ust include disclosure o f any m a te ria l weakness in  the 
company’s in te rn a l contro l over fin an c ia l repo rting  ide n tifie d  by 
managem ent. M anagem ent is no t pe rm itted  to  conclude th a t the 
re g is tra n t’s in te rn a l contro l over fin an c ia l repo rting  is effective 
i f  there are one or more m a te ria l weaknesses in  the company’s 
in te rn a l contro l over fin an c ia l reporting . †
† A  c o m p a n y  t h a t  is  a n  “ a c c e le ra te d  f i l e r ”  a s  d e f in e d  in  R u le  1 2 b -2  u n d e r  t h e  S e c u r i t ie s  
E x c h a n g e  A c t  o f  1 9 3 4  ( g e n e r a l ly ,  a  U .S .  c o m p a n y  t h a t  h a s  e q u it y  m a r k e t  c a p i ta l iz a t io n  o v e r  $ 7 5  
m i l l io n  a n d  h a s  f i le d  a t  le a s t  o n e  a n n u a l r e p o r t  w i t h  t h e  c o m m is s io n ) ,  m u s t  b e g in  to  c o m p ly  w i t h  t h e  
S E C  r u le s  r e g a r d in g  S e c t io n  4 0 4  o f  th e  S a rb a n e s - O x le y  A c t  f o r  i t s  f i r s t  f is c a l  y e a r  e n d in g  o n  o r  a f t e r  
N o v . 15 , 2 0 0 4 . A  n o n -a c c e le r a te d  f i l e r  m u s t  b e g in  to  c o m p ly  w i t h  th e s e  r e q u i r e m e n ts  f o r  i t s  f i r s t  f is c a l  
y e a r  e n d in g  o n  o r  a f t e r  J u l y  1 5 , 2 0 0 5 .
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d. A  sta tem ent th a t the reg istered pub lic  accounting f irm  th a t 
aud ited  the fin an c ia l statem ents included in  the annua l report 
has issued an a ttes ta tion  repo rt on m anagem ent’s assessment 
o f the re g is tra n t’s in te rn a l contro l over fin an c ia l reporting .
2. A t te s ta t io n  R e p o r t  o f  th e  R e g is te re d  P u b l ic  A c c o u n t in g  F i r m .  Th is  is 
the reg istered pub lic  accounting f irm ’s a ttes ta tion  report on manage­
m en t’s assessment o f the company’s in te rn a l contro l over financ ia l 
reporting .
3. C h an ges  in  I n te r n a l  C o n tro l O v e r F in a n c ia l  R e p o r t in g .  This report 
m ust disclose any change in  the company’s in te rn a l contro l over 
fin an c ia l rep o rting  th a t has m a te ria lly  affected or is reasonably 
lik e ly  to  m a te ria lly  affect the company’s in te rn a l contro l over fin a n ­
c ia l reporting .
Q uarterly Reporting Requirements
6.66 The SEC ru les also requ ire  m anagem ent to evaluate any change in  
the e n tity ’s in te rn a l contro l th a t occurred d u rin g  a fisca l qua rte r and th a t has 
m a te ria lly  affected, or is reasonably lik e ly  to m a te ria lly  affect, the e n tity ’s 
in te rn a l contro l over fin an c ia l reporting .
6.67 A d d itio n a lly , m anagem ent is requ ired  to evaluate the effectiveness 
o f the e n tity ’s “ disclosure controls and procedures” and issue a repo rt as to  th e ir  
effectiveness on a q u a rte rly  basis. W ith  these ru les, the SEC in troduced a new 
te rm , “ disclosure controls and procedures,” w h ich  is d iffe ren t from  “ in te rn a l 
controls over fin an c ia l rep o rting ” and m uch broader.
6.68 As defined, “ disclosure controls and procedures” encompass the con­
tro ls  over a ll m a te ria l fin an c ia l a n d  n o n f in a n c ia l in fo rm a t io n  in  Exchange A ct 
reports. In fo rm a tio n  th a t w ou ld  fa ll under th is  d e fin itio n  th a t w ould  n o t be 
p a rt o f an e n tity ’s in te rn a l contro l over fin an c ia l rep o rting  m ig h t include the 
s ign ing  o f a s ign ifican t contract, changes in  a stra teg ic re la tionsh ip , manage­
m ent compensation, or legal proceedings.
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Chapter 7 
Accounting Standards
7.01 G enera lly accepted accounting p rinc ip les (GAAP) app ly to b roker- 
dealers in  the same m anner as they app ly to o ther industries ; however, ce rta in  
ac tiv itie s  o f broker-dealers’ operations are unique. I t  is the purpose o f th is  
chapter to id e n tify  and discuss the accounting trea tm en t fo r ce rta in  o f those 
unique ac tiv itie s  th a t are engaged in  by broker-dealers. New broker-dealer 
ac tiv ities  m ay develop th a t w ill requ ire  accounting guidance to re flect th e ir  
economic substance. The accounting p rinc ip les th a t app ly to the specific a c tiv i­
ties addressed in  th is  chapter can be applied to o ther ac tiv itie s  th a t are s im ila r 
to  those discussed. I t  should be noted th a t broker-dealers also prepare regu la ­
to ry  reports and supplem ental in fo rm a tion . Accounting and re p o rting  requ ire ­
m ents under GAAP m ay d iffe r from  broker-dealer regu la to ry  accounting and 
rep o rting  requirem ents s tipu la ted  by the Securities and Exchange Com m is­
sion (SEC) and o the r regu la to ry  organizations (see C hapter 3, “R egula tory 
C onsiderations” ). In  add ition , the fin an c ia l repo rting  practices and the record­
ing  o f transactions discussed in  th is  chapter m ay d iffe r s ig n ifica n tly  from  the 
ta x  basis o f reporting .
Accounting Model*
7.02 A  broker-dealer accounts for inventory and derivative positions (such 
as fu tu res, forw ards, swaps, and options) a t fa ir  va lue .1 (See the “D eriva tives” 
section in  th is  chapter fo r a discussion o f FASB S tatem ent No. 133, A c c o u n t in g
* I n  J u n e  2 0 0 4 , t h e  F A S B  is s u e d  a n  E x p o s u r e  D r a f t  o f  a  P ro p o s e d  S ta te m e n t ,  F a i r  V a lu e  
M e a s u r e m e n ts ,  w h ic h  p r o v id e s  g u id a n c e  f o r  h o w  to  m e a s u re  f a i r  v a lu e .  I t  w o u ld  a p p ly  b r o a d ly  t o  
f in a n c ia l  a n d  n o n f i n a n c ia l  a s s e ts  a n d  l i a b i l i t i e s  m e a s u r e d  a t  f a i r  v a lu e  u n d e r  o t h e r  a u t h o r i t a t iv e  
a c c o u n t in g  p r o n o u n c e m e n ts .  T h e  P ro p o s e d  S t a t e m e n t  a ls o  w o u ld  e x p a n d  c u r r e n t  d is c lo s u re s  a b o u t  
t h e  u s e  o f  f a i r  v a lu e  f o r  m e a s u r in g  a s s e ts  a n d  l i a b i l i t i e s .  T h e  d is c lo s u r e s  fo c u s  o n  t h e  m e th o d s  u s e d  
f o r  t h e  m e a s u r e m e n ts  a n d  w o u ld  a p p ly  w h e th e r  t h e  a s s e ts  a n d  l i a b i l i t i e s  a re  m e a s u r e d  a t  f a i r  v a lu e  
i n  a l l  p e r io d s ,  s u c h  a s  t r a d in g  s e c u r it ie s ,  o r  i n  o n ly  s o m e  p e r io d s ,  s u c h  a s  im p a i r e d  a s s e ts .
F o r  u n r e s t r ic te d  s e c u r it ie s  w i t h  q u o te d  p r ic e s  i n  a c t iv e  m a r k e ts ,  t h e  F A S B  c o n s id e re d  p r o h ib i t in g  
b r o k e r -d e a le r s  a n d  in v e s tm e n t  c o m p a n ie s  f r o m  u s in g  b lo c k a g e  fa c to r s  i n  m e a s u r in g  th e  f a i r  v a lu e  o f  
b lo c k s ,  w h ic h  w o u ld  h a v e  r e q u i r e d  c o n fo r m in g  c h a n g e s  to  t h is  G u id e  a s  w e l l  a s  th e  I n v e s tm e n t  
C o m p a n ie s  A u d i t  a n d  A c c o u n t in g  G u id e .  I n s te a d ,  th e  F A S B  d e c id e d  t h a t  t h e  g u id a n c e  in  th o s e  
G u id e s  s h o u ld  r e m a in  u n c h a n g e d  u n t i l  s u c h  t im e  a s  i t  a d d re s s e s  o t h e r  r e la t e d  is s u e s  t h a t  a re  b e y o n d  
t h e  s c o p e  o f  t h e  i n i t i a l  p h a s e  o f  th e  f a i r  v a lu e  m e a s u r e m e n ts  p r o je c t .  T h e  P ro p o s e d  S t a te m e n t  w o u ld  
r e q u i r e  t h a t  t h e  f a i r  v a lu e  o f  f in a n c ia l  in s t r u m e n t s  t r a d e d  in  a c t iv e  d e a le r  m a r k e ts  w h e re  b id  a n d  
a s k e d  p r ic e s  a re  m o re  r e a d i ly  a n d  r e g u la r l y  a v a i la b le  t h a n  c lo s in g  p r ic e s  b e  e s t im a te d  u s in g  b id  
p r ic e s  f o r  lo n g  p o s i t io n s  (a s s e ts )  a n d  a s k e d  p r ic e s  f o r  s h o r t  p o s i t io n s  ( l i a b i l i t ie s ) ,  e x c e p t  a s  o th e r w is e  
s p e c i f ie d  f o r  o f f s e t t in g  p o s i t io n s .  I t  w o u ld  p r o h ib i t  t h e  u s e  o f  t h e  o t h e r  m e th o d s  c u r r e n t l y  a l lo w e d  
u n d e r  S E C  A S R  N o .  1 1 8 , A c c o u n t in g  f o r  In v e s tm e n t  S e c u r i t ie s  b y  R e g is te re d  In v e s tm e n t  C o m p a n ie s .
T h is  P ro p o s e d  S ta te m e n t  w o u ld  b e  e f fe c t iv e  f o r  f in a n c ia l  s t a te m e n ts  is s u e d  f o r  f is c a l  y e a rs  
b e g in n in g  a f te r  J u n e  1 5 , 2 0 0 5 , a n d  in t e r im  p e r io d s  w i t h in  th o s e  f is c a l  y e a rs .  R e a d e rs  s h o u ld  b e  a le r t  
t o  a n y  f u r t h e r  d e v e lo p m e n ts .
1 A m o n g  o t h e r  m a t t e r s ,  t h e  c o n s e n s u s e s  in  E I T F  Is s u e  N o . 0 2 -3 ,  Is s u e s  I n v o lv e d  i n  A c c o u n t in g  
f o r  D e r iv a t iv e  C o n tr a c ts  H e ld  f o r  T r a d in g  P u rp o s e s  a n d  C o n tr a c ts  I n v o lv e d  i n  E n e rg y  T r a d in g  a n d  
R is k  M a n a g e m e n t  A c t iv i t ie s ,  p r o v id e  g u id a n c e  o n  th e  p r e s e n t a t io n  o f  g a in s  a n d  lo s s e s  o n  c e r ta in  
d e r iv a t iv e  in s t r u m e n t s  a n d  p re c lu d e  b r o k e r -d e a le r s  f r o m  r e c o g n iz in g  d e a le r  p r o f i t ,  o r  u n r e a l iz e d  g a in  
o r  lo s s  a t  t h e  in c e p t io n  o f  th e  c o n t r a c t ,  a b s e n t  o b s e rv a b le  m a r k e t  p r ic e s  o r  in p u t s .
R e a d e rs  s h o u ld  a ls o  c o n s id e r  g u id a n c e  p ro v id e d  in  D I G  Is s u e  N o . B 6 a n d  i t s  in te r a c t io n  w i t h  E I T F  
Is s u e  N o . 0 2 -3  a s  i t  w i l l  h a v e  a n  im p a c t  o n  th e  r e a l iz a t io n  o f  d e a le r  p r o f i t s  o n  e m b e d d e d  d e r iv a t iv e s .  
P le a s e  r e fe r  to  th e  S E C  s p e e c h  b y  J o h n  J a m e s  a t  2 0 0 3  T h i r t y - F i r s t  A IC P A  N a t io n a l  C o n fe re n c e  o n  
C u r r e n t  S E C  D e v e lo p m e n ts  w h ic h  c a n  be  v ie w e d  a t  h t tp : / /w w w .s e c .g o v /n e w s /s p e e c h /s p c h l2 1 1 0 3 jm j.h tm .
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f o r  D e r iv a t iv e  In s t ru m e n ts  a n d  H e d g in g  A c t iv it ie s ,  as amended by FASB 
S tatem ent No. 137, A c c o u n t in g  f o r  D e r iv a t iv e  In s t ru m e n ts  a n d  H e d g in g  A c t iv i ­
t ie s— D e fe r ra l o f  th e  E ffe c tiv e  D a te  o f  F A S B  S ta te m e n t N o . 133 , FASB S tate­
m ent No. 138, A c c o u n t in g  f o r  C e r ta in  D e r iv a t iv e  In s t ru m e n ts  a n d  C e r ta in  
H e d g in g  A c t iv it ie s ,  and FASB S tatem ent No. 149, A m e n d m e n t o f  S ta te m e n t  
13 3  on  D e r iv a t iv e  In s t ru m e n ts  a n d  H e d g in g  A c t iv i t ie s .) M ost o ther assets, such 
as fixed assets, accounts receivable, securities borrowed, reverse repurchase 
(repo) agreements, and exchange m em berships owned, are reported a t h is to r i­
cal cost or a t contract or co lla te ra l values. O b ligations fo r short inven to ry  
positions are reported a t fa ir  value. L ia b ilit ie s  re la ted  to broker-dealer opera­
tions, such as fa ils  to receive, are recorded a t contract amounts. The fa ir  value 
o f a fin an c ia l in s tru m e n t is the price a t w hich  a w illin g  buyer and a w illin g  
se ller w ould  en te r in to  an exchange. F a ir  va lue is m easured by m anagem ent, 
ta k in g  in to  consideration a ll the re levan t in fo rm a tion  available, and is usua lly  
determ ined fo r accounting purposes as o f the end o f the day in  the p rinc ip a l 
location o f the broker-dealer e n tity  issu ing  fin an c ia l statem ents.
7.03 A lthough  broker-dealers value th e ir  portfo lios a t the tim e  o f the  close 
o f tra d in g  on the p rinc ip a l exchange on w hich  the fin an c ia l ins trum en ts  are 
traded, s ign ifican t events or price changes th a t occur a fte r th is  tim e  b u t before 
the end o f the day (m idnight) should be considered in  the va lu a tio n  o f the 
financia l instrum ents. Related financia l instrum ents may be traded in  tandem , fo r 
example, as p a rt o f an a rb itra ge -tra d in g  stra tegy whose p ro fita b ility  is deter­
m ined by the re la tive  value o f the fin an c ia l ins trum ents . I t  is appropria te  to 
review  the prices occurring on d iffe ren t exchanges or in  d iffe ren t m arkets fo r 
a ll the in d iv id u a l fin an c ia l ins trum en ts  in  the tra d in g  stra tegy a t a g iven tim e 
in  order to  assign the proper value to  a ll securities encompassed in  th a t 
fin an c ia l strategy.
7.04 F a ir  va lue is measured in  a va rie ty  o f ways depending on the natu re  
o f the in s tru m e n t and the m anner in  w hich  i t  is traded. M any fin an c ia l 
ins tru m e n ts  are pub lic ly  traded, and end-of-day m a rke t quotations are rea d ily  
available. Quoted m arke t prices, i f  availab le , are the best evidence o f the fa ir  
va lue o f a fin an c ia l in s tru m e n t. I f  quoted m arke t prices are not available, 
m anagem ent’s best estim ate o f fa ir  va lue should be based on the consistent 
app lica tion  o f a va rie ty  o f factors availab le  to managem ent. These factors are 
discussed in  the fo llow ing  paragraphs.
Financial Instruments Listed on a Recognized Exchange
7.05 O rd in a rily , m anagem ent values a fin an c ia l in s tru m e n t traded on a 
recognized exchange2 based on quo ta tions  o f com pleted transactions . A  
fin a n c ia l in s tru m e n t traded on a recognized exchange on the va lu a tio n  date is 
usua lly  va lued a t the la s t quoted sales price. Such prices are published daily. 
In  the case o f a fin an c ia l in s tru m e n t lis ted  on more th an  one recognized 
exchange, the fin an c ia l in s tru m e n t is va lued a t the la s t quoted sales price on 
the exchange on w hich  the fin an c ia l in s tru m e n t is p rin c ip a lly  traded. W here 
appropria te , a composite quo ta tion  th a t reflects subsequent price changes in  
the fin an c ia l in s tru m e n t occurring on another exchange should be used. A  
fin an c ia l in s tru m e n t traded  p r im a r ily  on fo re ign  exchanges is va lued a t the 
U .S .-do lla r equ iva len t, genera lly  a t the closing price on the p rin c ip a l exchange 
where i t  is traded.
2 R e fe re n c e  to  a  r e c o g n iz e d  e x c h a n g e  in c lu d e s  t h e  N a t io n a l  A s s o c ia t io n  o f  S e c u r i t ie s  D e a le r s  
A u to m a t e d  Q u o ta t io n  ( N A S D A Q )  S y s te m  m a r k e t .
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7.06 Quoted m arke t prices provide the m ost re liab le  measure o f fa ir  
value. According ly, quoted m arke t prices are the appropria te  basis fo r va lu ing  
fin an c ia l ins trum en ts  lis ted  on recognized exchanges. However, in  ce rta in  
s ituations, the to ta l m a rke t va lue o f a fin an c ia l in s tru m e n t is not read ily  
rea lizable  (for example, i f  a b roker-dealer makes the m a rke t in  a financ ia l 
in s tru m e n t or owns a substan tia l b lock o f a th in ly  traded fin an c ia l in s tru ­
m ent). Those s itua tions should be considered in  de te rm in ing  w he ther a low er 
value is appropria te  fo r a p a rticu la r fin an c ia l in s tru m e n t held by the broker- 
dealer, in  order to p rope rly  re flect th a t fin an c ia l in s tru m e n t’s fa ir  value. Notes 
to  the fin an c ia l statem ents should disclose the fo llow ing  i f  fin an c ia l in s tru ­
m ents are valued a t low er th an  quoted m arke t prices:
•  D escrip tion  o f the fin an c ia l in s tru m e n t
•  T o ta l va lue o f the fin an c ia l in s tru m e n t as measured by the quoted 
m a rke t price
•  T o ta l value reported in  the sta tem ent o f fin an c ia l condition
•  Methods and s ign ifican t assum ptions used to value the in s tru m e n t a t 
low er th an  the quoted m arke t price
Financial Instruments Not Listed on a Recognized Exchange But 
Having a Readily Available Market Price
7.07 Non-exchange-traded financia l instrum ents are often traded in  over- 
the-counter (OTC) m arkets by dealers or other interm ediaries from  whom m arke t 
prices are obtainable. Q uotations are availab le  from  various sources fo r m any 
fin an c ia l ins trum en ts  traded re g u la rly  in  the OTC m arket. Those sources 
include the fin an c ia l press, various quo ta tion  pub lica tions and fin an c ia l re ­
p o rting  services, and in d iv id u a l m a rke t makers.
7.08 A  broker-dealer m ay adopt a policy th a t is applied on a consistent 
basis and th a t uses one o f the fo llow ing:
•  A n  average o f b id  and asked prices
•  B id  prices fo r long positions and asked prices fo r short positions
•  Some average o f price quotations o f a representa tive  selection o f 
m a rke t m akers quo ting  on a p a rtic u la r fin an c ia l in s tru m e n t
•  A  va lu a tio n  w ith in  the range o f b id  and asked prices considered best 
to represent va lue in  the circumstances
Asked prices should not be used fo r long positions nor should b id  prices be used 
fo r short positions.
7.09 I f  there is a lim ite d  am ount o f tra d in g  a c tiv ity  fo r a fin an c ia l in s tru ­
m ent ( th a t is, i f  the in s tru m e n t is th in ly  traded), the re lia b ility  o f the m arke t 
quo ta tion  and other m a rke t in fo rm a tion  (for example, volum e data) should be 
evaluated by managem ent. In  instances where the fa ir  value as determ ined by 
m anagem ent is low er th an  the m a rke t quotation, the fin an c ia l ins trum en ts  
should be valued a t such fa ir  value.
Financial Instruments Not Having a Readily Available  
Market Price
7.10 A  broker-dealer m ay have to determ ine the fa ir  values o f fin an c ia l 
instrum ents for w hich there are no readily  available price quotations or for w hich  
rea d ily  availab le  price quotations are unre liab le . These price quotations m ay 
be deemed unre liab le  because the fin an c ia l ins trum en ts  m ay have res tric tions  
associated w ith  them  (such as not being registered) or m ay be th in ly  traded or
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traded in  a m arke t where sales are in frequent. In  such cases, i t  m ay be 
appropriate  for these financia l instrum ents to be valued a t fa ir  value as deter­
m ined in  good fa ith  by m anagem ent. To determ ine fa ir  value, m anagem ent 
should sa tis fy  its e lf  th a t—
•  A l l  appropria te  factors re levan t to the value o f fin an c ia l ins trum ents  
for w hich price quotations are not read ily  available have been considered.
•  The procedures fo r a rr iv in g  a t the fa ir  value o f each fin an c ia l in s tru ­
m ent are reasonable and consistently applied.
•  The u nderly ing  docum entation supports the fa ir  va lue estim ates.
7.11 To the exten t considered necessary, m anagem ent should take  in to  
consideration a ll ind ica tions o f value th a t are availab le  in  de te rm in ing  the fa ir  
va lue assigned to a p a rtic u la r fin an c ia l in s tru m e n t. Th is Guide does not 
p u rp o rt to  delineate a ll factors th a t m ay be considered; however, the fo llow ing  
is a l is t  o f ce rta in  factors:3
•  F inanc ia l stand ing  o f the issuer
•  Business and fin a n c ia l p lan  o f the  issuer
•  Cost a t date o f purchase
•  Size o f position  held  and the liq u id ity  o f the m arke t
•  C on tractua l res tric tions  on sa la b ility
•  Pending pub lic  o ffe ring  w ith  respect to the fin an c ia l in s tru m e n t
•  Pending reorgan ization  a c tiv ity  a ffecting  the fin an c ia l in s tru m e n t 
(such as m erger proposals, tender offers, debt res truc tu rings , and 
conversions)
•  Reported prices and the exten t o f pub lic tra d in g  in  s im ila r financ ia l 
ins trum en ts  o f the issuer or comparable companies
•  A b ility  o f the issuer to obta in  needed financ ing
•  Changes in  the economic conditions a ffecting  the issuer
•  A  recent purchase or sale o f a security  o f the company
•  P ric ing  by o ther dealers in  s im ila r securities
7.12 The in fo rm a tion  so considered and the basis fo r the decision should 
be documented.
7.13 M anagem ent m ay use a va rie ty  o f methods to assist in  de te rm in ing  
the va lua tion  o f a fin an c ia l ins trum en t. These methods include analogy to 
re liab le  quotations o f s im ila r fin an c ia l ins trum ents , p ric ing  models, m a tr ix  
p ric ing , and o ther form ula-based p ric ing  methods. These methodologies incor­
pora te  fac to rs  fo r w h ich  pub lished  m a rk e t da ta  m ay be ava ilab le . F o r 
instance, the  m a th e m a tica l techn ique  know n  as m a t r ix  p r i c in g  m ay be used 
to de te rm ine  the values based on m arke t data  availab le  w ith  respect to the 
issue and s im ila r issues w itho u t exclusive reliance on issuer-specific quoted 
m arket prices.
7.14 P ric ing  methods m ay also be based on a m u ltip le  o f earnings or a 
d iscount (or less frequen tly , a p rem ium ) from  m arke t o f a s im ila r, free ly  traded 
security; on a y ie ld  to m a tu r ity  w ith  respect to  debt issues; or on a com bination 
o f these and o ther methods. In  add ition, w ith  respect to deriva tive  products, 
o the r fac to rs  (such as v o la t i l ity ,  a n tic ip a te d  fu tu re  in te re s t ra tes, and te rm  
to m a tu r ity )  shou ld  be considered. (The G roup o f T h ir ty  R eport, D e r iv a t iv e s
3 T h e  S E C ’s C o d i f ic a t io n  o f  F i n a n c ia l  R e p o r t in g  P o lic ie s  p r o v id e s  g u id a n c e  o n  t h e  fa c to r s  to  b e  
c o n s id e re d ,  a n d  o n  th e  m e th o d s  u s e d  to  v a lu e  s e c u r it ie s  f o r  w h ic h  m a r k e t  q u o ta t io n s  a re  n o t  r e a d i ly  
a v a i la b le .  P a r a g ra p h s  2 2 —2 9  o f  F A S B  S ta te m e n t  N o . 1 0 7 , D is c lo s u re s  a b o u t  F a i r  V a lu e  o f  F i n a n c ia l  
I n s t r u m e n t s ,  s p e c i f ic a l ly  a d d re s s  f in a n c ia l  in s t r u m e n t s  w i t h  n o  q u o te d  m a r k e t  p r ic e s .
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P ra c tic e s  a n d  P r in c ip le s ,4 contains several recom m endations regard ing  deal­
ers’ p ric ing , in c lu d ing  th a t deriva tive  portfo lios be va lued based on m id -m arke t 
levels less specific adjustm ents.) I f  such m ethods are used, m anagem ent 
should continuously rev iew  the appropriateness o f such methods to sa tis fy  
themselves th a t the re su ltin g  va lua tions are fa ir.
Trade-Date Versus Settlement-Date Accounting
7.15 B roker-dealers execute a w ide va rie ty  o f transactions in  financ ia l 
ins tru m e n ts  fo r th e ir  own accounts (p rop rie ta ry  transactions) or on beha lf o f 
customers (agency transactions). The transactions usua lly  invo lve a t least two 
im p o rta n t dates. The date on w hich  an agreement (an executory contract) is 
entered in to , se tting  fo rth  the im p o rta n t aspects o f the transaction  (such as a 
descrip tion o f the ins trum ents , q u a n tity , price, de livery term s, and so fo rth ), is 
comm only re ferred  to  as the t ra d e  d a te . The date on w hich  the fin an c ia l 
in s tru m e n t is requ ired  to be delivered to the purchaser and consideration paid 
is comm only referred  to  as the s e tt le m e n t d a te . Depending on the  p a rtic u la r 
tra n sac tio n , the  se ttle m e n t date could be as e a rly  as the  same day as the 
trade date or as fa r away as m onths (and sometimes more th an  a year) a fte r 
the trade date.
7.16 The se ttlem ent date is genera lly established by convention or by 
regula tions o f the m a rke t in  w hich  the transaction  is executed (fo r instance, 
regu la r-w ay trades executed on the floor o f a stock exchange); fo r ce rta in  types 
o f transactions, the se ttlem ent date is based on the term s agreed to by the 
parties (fo r instance, fo rw ard  transactions).
7.17 A lthough  the te rm s fo r each type o f transaction  m ay d iffe r in  m any 
respects, they tend to have the fo llow ing  two m a jo r aspects in  common.
a . On the trade  date, the purchaser assumes the risks  and rew ards o f 
fu rth e r  changes in  the value o f the unde rly ing  fin an c ia l ins trum en t.
b. On the se ttlem ent date, the seller is requ ired  to de liver and the 
purchaser is requ ired  to pay fo r the fin an c ia l in s tru m e n t.
Proprietary Transactions
7.18 R isk, benefits, and economic po tentia ls  are created and conveyed a t 
the trade date ( th a t is, the inception  o f the contract), w hich  is when the m ajor 
term s have been agreed to by the parties. In  order to p roperly  re flect the 
economic effects o f purchase and sale transactions fo r fin an c ia l ins trum en ts  
(th a t is, to  re flect the assum ption o f the risks  and rew ards resu ltin g  from  
changes in  the value o f fin an c ia l ins trum ents), broker-dealers should account 
fo r the changes in  value re la tin g  to a ll p ro p rie ta ry  transactions on a trade-date 
basis.
7.19 The s ta tem ent o f fin an c ia l condition should re flec t a ll regu lar-w ay 
trades on an accrual or trade-date basis. For example, i f  the broker-dealer 
purchased fin an c ia l ins trum en ts  fo r its  own account on the date o f the sta te­
m ent o f financ ia l condition, the transaction  w ould  be reflected in  the broker- 
dealer’s inven to ry  w ith  a corresponding cred it to  ne t receivable or payable fo r 
unsettled  regu la r-w ay trades. R egular-w ay trades include the fo llow ing, (a) A ll 
transactions in  exchange-traded fin an c ia l ins trum en ts  th a t are expected to 
settle w ith in  the standard settlem ent cycle o f th a t exchange (fo r example, th ree
4 G ro u p  o f  T h i r t y .  D e r iv a t iv e s :  P ra c t ic e s  a n d  P r in c ip le s .  W a s h in g to n ,  D C :  G ro u p  o f  T h i r t y ,  1 9 9 3 . 
[G r o u p  o f  T h i r t y ,  1 9 9 0  M  S t r e e t ,  N .W .,  W a s h in g to n ,  D C  2 0 0 3 6 ]
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days fo r U n ite d  States exchanges). (b ) A ll transactions in  cash-market-traded 
fin an c ia l ins trum en ts  th a t are expected to settle w ith in  the tim e  fram e preva­
le n t or tra d itio n a l fo r each specific in s tru m e n t (fo r example, fo r U.S. govern­
m ent securities, one or tw o days). For physical comm odities (such as lum ber, 
crude o il, and precious m etals), the p reva len t trade practice fo r record ing such 
transactions should be followed, w hich  is typ ica lly  when t it le  passes.
7.20 The r is k  o f nonperform ance o f regu la r-w ay se ttling  trades is m in i­
m al g iven the fo llow ing . (a) They are fu lly  co lla tera lized on the trade date. (b ) 
The period o f tim e  between trade  date and se ttlem ent date is reasonably short, 
(c) M ost equ ity , U .S.-governm ent, and mortgage-backed agency securities are 
a ffirm ed  by both parties to the trade and settle  net th rough  a c learing  organ i­
zation. According ly, payables and receivables a ris ing  from  these unse ttled  
regu la r-w ay transactions m ay be recorded net in  an account t it le d  ne t receiv­
able (or payable) fo r unse ttled  regu la r-w ay trades. Paragraph 7 o f FASB 
In te rp re ta tio n  No. 39, O ffs e t t in g  o f  A m o u n ts  R e la te d  to  C e r ta in  C o n tra c ts ,  
perm its  th is  accounting trea tm en t.
7.21 C erta in  contracts are recognized in  the financia l statements o f broker- 
dealers on a trade -da te  basis. C on tracts  th a t are defined as d e riva tive  
in s tru m e n ts  according to FASB S tatem ent No. 133 sha ll be m easured a t fa ir  
va lue5 and recognized in  the  sta tem ent o f fin an c ia l condition as e ithe r assets 
or l ia b il it ie s  depending on the  r ig h ts  o r ob liga tions  und e r the  contracts. The 
fa ir  values o f unsettled  delayed-delivery and to-be-announced securities (TBA) 
trades should be based on prices fo r fo rw a rd -se ttlin g  trades. For example, a 
foreign-exchange fo rw ard  contract m ay ca ll fo r a p a rty  to  de liver one m illio n  
U.S. dollars in  exchange fo r tw o m illio n  G erm an m arks a t a specified fu tu re  
date. U nder cu rren t repo rting  practice, the p a rty  w ould  not record a receivable 
fo r the Germ an m arks or a payable fo r the U.S. dollars. R ather, a ne t am ount 
re flec ting  the fa ir  value o f the position  w ould  be reported in  the sta tem ent o f 
fin an c ia l condition. The fa ir  values o f these contracts or o f accrued receivables 
or payables a ris ing  from  the contracts m ay be offset on ly i f  the provisions o f 
FASB In te rp re ta tio n  No. 39 are met.
7.22 I f  the exchange does not occur on the contracted se ttlem ent date 
(re ferred to as a fa il-to -d e live r or fa il-to-receive), these transactions should be 
recognized on the sta tem ent o f fin an c ia l cond ition  as fa ils-to-receive or fa ils-to - 
deliver. The receivables and payables re su ltin g  from  these fa iled  transactions 
m ay be netted fo r fin an c ia l sta tem ent repo rting  purposes to the exten t the 
provisions o f FASB In te rp re ta tio n  No. 39 are met.
Agency Transactions
7.23 T ransactions executed by broker-dealers as agents fo r customers are 
not reflected in  the sta tem ent o f fin an c ia l condition o f the broker-dealer unless 
the transaction  fa ils  to settle  on the contracted se ttlem ent date. Because the 
broker-dealer typ ica lly  delivers cash or fin an c ia l ins trum en ts  on b eh a lf o f the 
customer, i f  the custom er fa ils  on the se ttlem ent date, the broker-dealer is 
requ ired  to record the transaction  (for example, as a fa il-to-rece ive from  
customer, payable to customer, or stock borrowed or loaned on b eh a lf o f 
customer). The commission income and re la ted  expenses are accrued by the 
broker-dealer on the trade  date, because su bs ta n tia lly  a ll the e ffo rts in  gener­
a ting  the commissions have been completed.
5 See foo tnote 1 to  pa rag raph  7.02.
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Statement-of-Financial-Condition Considerations
Due From and Due to Other Broker-Dealers and 
Clearing O rganizations
7.24 Am ounts due from  and due to  o ther broker-dealers and clearing 
organizations m ay arise from  the fo llow ing:
•  N e t receivables or payables a ris ing  from  unse ttled  regu la r-w ay tra n s ­
actions
•  Securities borrowed and loaned
•  Fa iled  se ttlem ent transactions
•  C learing  o rgan ization  balances
•  Commissions
•  Deposits
7.25 Balances a ris ing  from  the  foregoing, w ith  the exception o f the net 
payable or receivable a ris ing  from  unse ttled  transactions, are reported gross 
on the sta tem ent o f fin an c ia l condition, unless the provisions o f FASB In te r ­
p re ta tion  No. 39 are met. For example, a b roker-dealer m ay repo rt on a ne t 
basis payables and receivables associated w ith  c learing  th rough  a c learing 
organ ization  th a t provides fo r and guarantees net se ttlem ent balances, be­
cause the c r ite r ia  o f FASB In te rp re ta tio n  No. 39 are met. A ppendix D-43 to  the 
E I T F  A b s tra c ts  contains the FASB s ta ff response to  inq u iries  about the na tu re  
o f support requ ired  fo r an assertion in  fin an c ia l statem ents th a t a r ig h t o f se to ff 
is enforceable a t law .
Secured Borrowings
7.26 Broker-dealers enter in to  a va rie ty  o f transactions th a t m ay be 
requ ired  to be accounted fo r e ithe r as sales o f securities or as secured borrow ­
ings,6 depending on the te rm s o f the p a rtic u la r transaction . These include 
securities borrow ing  and lend ing  transactions, repurchase (repo) and reverse 
repo agreements, and d o lla r repurchase agreements (do lla r ro lls).
7.27 Securities lend ing  transactions are documented as loans o f securities 
in  w h ich  the borrow er o f securities genera lly is requ ired  to provide co lla te ra l 
to the lender o f securities, comm only cash b u t sometimes o ther securities or 
standby le tte rs  o f cred it, w ith  a value s lig h tly  h ighe r th a n  th a t o f the securities 
borrowed. I f  the co lla te ra l is cash, the lender o f securities typ ica lly  earns a 
re tu rn  by inves ting  th a t cash a t rates h igher th an  the ra te  pa id  or rebated to 
the borrower. I f  the co lla te ra l is o ther th an  cash, the lender o f securities 
typ ica lly  receives a fee.
7.28 Repo and reverse repo or resale agreements are typ ica lly  docu­
m ented as sales o f securities w ith  fo rw a rd  purchase contracts. In  a repo 
agreement, a security  is sold w ith  an agreement to repurchase the security  
from  the buyer; in  a reverse repo agreement, a security  is purchased w ith  an 
agreement to rese ll the security to  the se ller-lender a t a stated price p lus 
in te res t a t a specific date or in  specified circum stances.7
7.29 D o lla r ro lls  are docum ented as agreem ents to se ll and repurchase 
s im ila r  b u t no t id e n tic a l securities . D o lla r  ro lls  d if fe r  from  re g u la r repo 
agreem ents in  th a t the  secu ritie s  sold and repurchased, w h ich  are u s u a lly  
o f the same issuer, are represented by d iffe ren t certifica tes, are co lla te ra lize d
6 S e c u re d  b o r r o w in g s ,  a s  t h a t  t e r m  is  u s e d  i n  F A S B  S ta te m e n t  N o .  1 4 0 , a re  a ls o  s o m e t im e s  
r e fe r r e d  to  a s  c o l la t e r a l i z e d  f in a n c in g s .
7 I n  c e r ta in  in d u s t r ie s ,  t h e  te r m in o lo g y  is  re v e rs e d .
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by d iffe ren t b u t s im ila r mortgage pools (fo r example, s ing le -fam ily  res iden tia l 
mortgages), and genera lly have d iffe ren t p rinc ip a l am ounts. The m ost common 
types o f d o lla r ro lls  are fixed-coupon and yie ld-m aintenance arrangem ents.
7.30 FASB S tatem ent No. 140 sets fo rth  standards fo r d is tingu ish ing  
transfe rs  o f fin a n c ia l assets th a t are to be accounted fo r as sales from  transfers 
th a t are to be accounted fo r as secured borrow ings. Paragraph 9 o f FASB 
S tatem ent No. 140 states:
A  tran s fe r o f fin an c ia l assets (or a ll or a portion  o f a financ ia l asset) in  
w hich  the tran s fe ro r surrenders contro l over those fin an c ia l assets sha ll 
be accounted fo r as a sale to the exten t th a t consideration o ther th an  
benefic ia l in te rests in  the trans fe rred  assets is received in  exchange. The 
trans fe ro r has surrendered contro l over trans fe rred  assets i f  and on ly i f  a ll 
o f the fo llow ing  conditions are met:
a . The trans fe rred  assets have been isolated from  the trans fe ro r— p u t 
p resum ptive ly  beyond the reach o f the trans fe ro r and its  creditors, 
even in  bankrup tcy  or o ther receivership (paragraphs 27 and 28).
b. Each transferee (or, i f  the transferee is a q ua lify in g  special-purpose 
e n tity  (SPE) (paragraph 35), each ho lder o f its  benefic ia l in terests) has 
the r ig h t to pledge or exchange the assets (or benefic ia l in terests) i t  
received, and no cond ition  both  constrains the transferee (or holder) 
from  ta k in g  advantage o f its  r ig h t to pledge or exchange and provides 
more th an  a t r iv ia l benefit to the trans fe ro r (paragraphs 29-34).
c. The tran s fe ro r does not m a in ta in  effective contro l over the transfe rred  
assets th rough  e ithe r (1) an agreem ent th a t both  en title s  and obligates 
the trans fe ro r to repurchase or redeem them  before th e ir  m a tu r ity  
(paragraphs 47-49) or (2) the a b ility  to  u n ila te ra lly  cause the holder 
to  re tu rn  specific assets, o ther th an  th rough  a cleanup ca ll (paragraphs 
50-54).
I f  a tran s fe r o f fin an c ia l assets in  exchange fo r cash or o ther consideration 
(o ther th an  benefic ia l in te rests in  the transfe rred  assets) does not m eet these 
c r ite r ia  fo r a sale, the tran s fe r is to be accounted fo r by the trans fe ro r and 
transferee as a secured borrow ing  w ith  a pledge o f co lla tera l. (The paragraphs 
referenced in  paragraph 9 o f FASB S tatem ent No. 140 provide guidance on 
im p lem en ting  the specified sale c rite ria .)
7.31 Paragraph 93 o f FASB S tatem ent No. 140 describes the accounting 
fo r securities lend ing  transactions accounted fo r as secured borrow ings in  
te rm s o f—
cash (or securities th a t the holder is pe rm itted  by contract or custom to sell 
or repledge) received as “ co lla te ra l” is considered the am ount borrowed, 
the securities “loaned” are considered pledged as co lla te ra l aga inst the cash 
borrowed, and reclassified as set fo rth  in  paragraph 15(a), and any “rebate” 
paid  to the transferee o f securities is in te res t on the cash the tran s fe ro r is 
considered to have borrowed.
P aragraph 94 o f FASB S tatem ent No. 140 states th a t the trans fe ro r o f securi­
ties being “ loaned” accounts fo r cash received in  the same w ay w he ther the 
tran s fe r is accounted fo r as a sale or a secured borrow ing. The cash received 
sha ll be recognized as the tran s fe ro r’s asset— as sha ll investm ents made w ith  
th a t cash, even i f  made by agents or in  pools w ith  o ther securities lenders— 
along w ith  the ob liga tion  to  re tu rn  the  cash. I f  securities th a t m ay be sold or 
repledged are received, the trans fe ro r o f the securities being “ loaned” accounts
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fo r those securities in  the same w ay as i t  w ould  account fo r cash received. The 
accounting fo r noncash co lla te ra l by the debtor (or obligor) and the secured 
p a rty  depends on w he ther the secured p a rty  has the r ig h t to sell or repledge 
the co lla te ra l and on w he ther the debtor has defaulted.8 P aragraph 15 o f FASB 
S tatem ent No. 140 provides guidance on accounting fo r co lla tera l.
7.32 Paragraph 100 o f FASB S tatem ent No. 140 states the fo llow ing  w ith  
respect to repurchase agreements.
A s  w i t h  s e c u r it ie s  le n d in g  t r a n s a c t io n s ,  u n d e r  m a n y  a g re e m e n ts  to  re p u rc h a s e  
t r a n s fe r r e d  a sse ts  b e fo re  t h e i r  m a t u r i t y  th e  t r a n s fe r o r  m a in ta in s  e ffe c t iv e  
c o n t ro l o v e r  th o s e  a sse ts . R e p u rc h a s e  a g re e m e n ts  t h a t  do  n o t  m e e t a l l  th e  
c r i t e r ia  i n  p a ra g r a p h  9  s h a ll  be  t r e a te d  as s e c u re d  b o r ro w in g s .  F ix e d -c o u p o n  
a n d  d o l la r - r o l l  r e p u rc h a s e  a g re e m e n ts ,  a n d  o th e r  c o n t ra c ts  u n d e r  w h ic h  th e  
s e c u r it ie s  to  be  re p u rc h a s e d  n e e d  n o t  be  th e  s a m e  as th e  s e c u r it ie s  s o ld , q u a l i f y  
as b o r ro w in g s  i f  th e  r e t u r n  o f  s u b s ta n t ia l ly  th e  s a m e  (p a ra g ra p h  4 8 ) s e c u r it ie s  
as th o s e  c o n c u r r e n t ly  t r a n s fe r r e d  is  a s s u re d . T h e re fo re , th o s e  t ra n s a c t io n s  
s h a ll  be  a c c o u n te d  fo r  as s e c u re d  b o r ro w in g s  b y  b o th  p a r t ie s  to  th e  t r a n s fe r .
7.33 Balances a ris ing  from  securities lend ing  transactions th a t are ac­
counted fo r as secured borrow ings are reported gross on the sta tem ent o f 
fin an c ia l condition. Because securities-borrowed and securities-loaned tra n s ­
actions do not typ ica lly  have e xp lic it se ttlem ent dates, they do not meet the 
requirem ent, in  paragraph 5c o f FASB In te rp re ta tio n  No. 39, th a t the re p o rt­
ing  p a rty  in tends to  set off. Balances a ris ing  from  repo transactions trea ted  as 
secured borrow ings should be reported gross in  the sta tem ent o f financ ia l 
cond ition  unless a ll o f the provisions o f FASB In te rp re ta tio n  No. 41, O ffs e t t in g  
o f  A m o u n ts  R e la te d  to  C e r ta in  R e p u rc h a s e  a n d  R everse R e p u rc h a s e  A g re e ­
m e n ts , are met. FASB In te rp re ta tio n  No. 41 m ay be applied on ly to repo and 
reverse repo transactions.
Exchange Memberships Owned or Contributed†
7.34 Exchange m em berships th a t are owned by a broker-dealer and held 
fo r opera ting  purposes should be va lued a t cost or a t a lesser am ount i f  there 
is an o the r-than -tem porary  im p a irm e n t in  value. Exchange m em berships 
contribu ted  fo r the use o f the broker-dealer and subord inated to claim s o f 
general cred itors should be carried  a t m arke t va lue w ith  an o ffse tting  am ount 
shown as lia b ilit ie s  subord inated to claim s o f general creditors.
Suspense Accounts
7.35 Because o f the num ber o f transactions th a t take  place when trades 
are cleared fo r the broker-dealer or its  customers, unreconciled differences and 
tra d in g  errors occur. U nreconciled differences are recorded a t the am ount o f 
the transaction  w ith  an appropria te  va lua tion  account u n t i l  a de te rm ina tion  o f 
the cause o f the  differences is made and the differences are resolved. T rad ing  
errors are recorded in  the  broker-dealer’s e rro r suspense account u n t il they are 
resolved. The u nderly ing  securities are m arked to  m arket, and the gain or loss 
is recognized in  income. A  broker-dealer often has several suspense accounts 
to fa c ilita te  the reso lu tion  and id e n tifica tion  o f differences. *†
8 C a s h  “ c o l la t e r a l , ”  s o m e t im e s  u s e d , f o r  e x a m p le ,  i n  s e c u r it ie s  le n d in g  t r a n s a c t io n s  (p a r a g r a p h s  
9 1 - 9 5  o f  F A S B  S ta te m e n t  N o . 1 4 0 ), s h a l l  b e  d e re c o g n iz e d  b y  t h e  p a y e r  a n d  r e c o g n iz e d  b y  th e  
r e c ip ie n t ,  n o t  a s  c o l la t e r a l ,  b u t  r a t h e r  a s  p ro c e e d s  o f  e i t h e r  a  s a le  o r  b o r r o w in g .
† A I C P A  s t a f f  a n d  F A S B  s t a f f  a re  c u r r e n t l y  c o n s id e r in g  th e  a c c o u n t in g  g u id a n c e  f o r  e x c h a n g e  
m e m b e rs h ip s  t h a t  is  d is c u s s e d  in  t h is  G u id e ,  i n  l i g h t  o f  t h e  is s u a n c e  o f  F A S B  S ta te m e n t  N o . 1 4 2 , 
A c c o u n t in g  f o r  G o o d w i l l  a n d  O th e r  I n t a n g ib le  A s s e ts .  R e a d e rs  s h o u ld  b e  a le r t  to  a  f i n a l  d e c is io n  t h a t  
m a y  im p a c t  t h e  a c c o u n t in g  f o r  e x c h a n g e  m e m b e rs h ip s .
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Conditional Transactions
7.36 C erta in  transactions (for example, those fo r when-issued securities) 
are, by th e ir  na ture , cond itiona l; th a t is, th e ir  com pletion is dependent on the 
occurrence o f a fu tu re  event or events. However, contracts fo r the purchase or 
sale o f when-issued securities or o ther securities th a t do not yet exist, th a t are 
deriva tive  ins trum ents , as defined by FASB S tatem ent No. 133, and th a t do 
not meet the c r ite r ia  fo r exclusion discussed in  paragraph 59(a) o f FASB 
S tatem ent No. 133, as amended by FASB S tatem ent No. 149, are subject to  the 
requirem ents o f FASB S tatem ent No. 133. (See the “D eriva tives” section in  th is  
chapter fo r a discussion o f FASB S tatem ent No. 133, as amended). For those 
transactions in  w hich  com pletion is assured beyond a reasonable doubt, the 
record ing o f the transactions and re la ted  p ro fit and loss should be the same as 
fo r uncond itiona l transactions. For those transactions in  w hich  com pletion is 
no t assured beyond a reasonable doubt, on ly m ark-to -m a rke t losses should be 
provided, w h ile  m arket-va lue  gains should be deferred u n t il the u nce rta in ty  is 
e lim inated.
Leveraged Buyouts and Bridge Loans
7.37 Some broker-dealers m ay m ake investm ents in  the fo rm  o f equ ity  or 
provide financ ing  to another e n tity  in  connection w ith  fin a n c ia l-re s tru c tu rin g  
transactions. These investm ents m ay take m any form s, inc lud ing  a d irec t 
investm en t or an investm en t in  a company (sometimes re ferred  to  as a b r id g e  
c o m p a n y ) th a t is established fo r the purpose o f accum ula ting  funds from  
several sources su ffic ien t to make the investm ent. These investm ents should 
be presented a t fa ir  value, w h ich  is usua lly  based on m anagem ent’s good-fa ith  
de te rm ina tion  in  the absence o f a ready m arket. P reva len t in d u s try  practice is 
genera lly not to consolidate m ajority-ow ned investee companies because con­
tro l o f such companies is lik e ly  to be tem porary (re fer to paragraph 2 o f 
Accounting Research B u lle tin  (ARB) No. 51, C o n s o lid a te d  F in a n c ia l  S ta te ­
m e n ts , as amended by FASB S tatem ent No. 94, C o n s o lid a t io n  o f  A l l  M a jo r i t y -  
O w n e d  S u b s id ia r ie s ,  and FAS B S ta te m en t No. 144, A c c o u n t in g  f o r  th e  
Im p a ir m e n t  o r  D is p o s a l o f  L o n g -L iv e d  A sse ts ).9, ‡ A lthough  FASB S tatem ent 
No. 144 amended paragraph 2 o f AR B No. 51 to e lim ina te  the tem porary 
contro l exception to consolidation, th a t am endm ent was not in tended to  apply 
to the p reva len t in d u s try  practice described above.
Asset Securitizations
7.38 The com plexity o f securitized products has increased s ign ifican tly  
because o f the na tu re  o f u nde rly ing  co lla te ra l, the com plexity o f the s tructu re  
(fo r example, res idua l tranches and in te rest- and p rinc ipa l-on ly  strips), and 
the depth o f m arkets. Such factors have affected the accounting and va lua tion  ‡
9 F A S B  S ta te m e n t  N o . 1 3 1 , D is c lo s u re s  a b o u t  S e g m e n ts  o f  a n  E n te r p r is e  a n d  R e la te d  I n f o r m a ­
t io n ,  a m e n d s  F A S B  S ta te m e n t  N o . 9 4  to  e l im in a t e  t h e  r e q u i r e m e n t  to  d is c lo s e  a d d i t io n a l  in f o r m a t io n  
a b o u t  s u b s id ia r ie s  t h a t  w e re  n o t  c o n s o lid a te d  p r io r  t o  t h e  e f fe c t iv e  d a te  o f  F A S B  S ta te m e n t  N o . 9 4 .
‡ O n  F e b r u a r y  2 3 , 1 9 9 9 , t h e  F A S B  re le a s e d  a n  e x p o s u re  d r a f t  ( re v is e d )  o f  a  p ro p o s e d  F A S B  
S ta te m e n t ,  C o n s o l id a te d  F i n a n c ia l  S ta te m e n ts :  P u rp o s e  a n d  P o l ic y — R e v is io n  o f  E x p o s u r e  D r a f t  
is s u e d  O c to b e r  1 6 , 1 9 9 5 , t h a t ,  i n  a d d i t io n  to  o t h e r  m a t t e r s ,  w o u ld  s u p e rs e d e  F A S B  S t a te m e n t  N o . 9 4  
a n d  p a r a g r a p h  2  o f  A R B  N o . 5 1 . T h e  F A S B  d e c id e d  in  2 0 0 1  to  t e m p o r a r i ly  s u s p e n d  w o r k  o n  
c o n s o lid a t io n  p o l ic y  is s u e s ,  a n d  fo c u s  i t s  e f fo r t s  o n  d e v e lo p in g  in t e r p r e t iv e  g u id a n c e  f o r  s p e c ia l 
s i t u a t io n s ,  i n  p a r t i c u la r  v a r ia b le  in t e r e s t  e n t i t ie s .  H o w e v e r ,  f o l lo w in g  th e  is s u a n c e  o f  F A S B  I n t e r p r e ­
t a t i o n  N o . 4 6 , C o n s o l id a t io n  o f  V a r ia b le  I n te r e s t  E n t i t i e s ,  t h e  F A S B  d e c id e d  to  r e s u m e  w o r k  o n  c e r ta in  
is s u e s  r e la te d  to  c o n s o lid a t io n  p o l ic y  a n d  in  J a n u a r y  2 0 0 4  d ir e c te d  i t s  s t a f f  to  b e g in  r e s e a rc h  o n  th e  
n e x t  p h a s e  o f  a  p o t e n t ia l  p r o je c t  o n  c o n s o lid a t io n  p o lic y .
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o f those products. Broker-dealers m ay acquire, e ithe r th rough  m arke t p u r­
chases or th rough  the u n d e rw ritin g  process, securities a ris ing  from  asset 
securitiza tions. Those securities should be m arked to m a rke t in  accordance 
w ith  the guidelines discussed previously. In  add ition , ce rta in  o f those securi­
ties m ay raise issues about w he ther the und e rly in g  legal e n tity  should be 
consolidated by the broker-dealer. FASB S tatem ent No. 140 provides guidance 
on the securitiza tion  o f fin an c ia l assets held by broker-dealers and fo r o ther 
transfe rs o f fin an c ia l assets invo lv in g  special-purpose entities.
Variable Interest Entities
7.39 FASB In te rp re ta tio n  No. 46 (revised December 2003), C o n s o lid a t io n  
o f  V a r ia b le  In te re s t  E n t i t ie s  (In te rp re ta tio n  No. 46R), an in te rp re ta tio n  o f ARB 
No. 51, addresses consolidation by business enterprises o f variab le  in te res t 
en tities  w ith  ce rta in  characteristics, as described in  the In te rp re ta tio n . V a r i­
able in te res t en titie s  re fe r to en titie s  subject to  consolidation according to the 
provisions o f the In te rp re ta tio n . FASB In te rp re ta tio n  No. 46R c la rifies  the 
app lica tion  o f AR B No. 51 to ce rta in  en tities  in  w hich  equ ity  investors do not 
have the characteristics o f a con tro lling  fin an c ia l in te res t or do not have 
su ffic ien t equ ity  a t r is k  fo r the e n tity  to finance its  ac tiv itie s  w ith o u t add itiona l 
subordinated fin an c ia l support from  o ther parties. Paragraphs 23 th rough  26 
o f the In te rp re ta tio n  include disclosure requ irem en ts .||
Derivatives
7.40 FASB S tatem ent No. 133, A c c o u n t in g  f o r  D e r iv a t iv e  In s t ru m e n ts  
a n d  H e d g in g  A c t iv it ie s ,  as amended by FASB S tatem ent No. 137, A c c o u n t in g  
f o r  D e r iv a t iv e  In s t ru m e n ts  a n d  H e d g in g  A c t iv i t ie s — D e fe r ra l o f  th e  E ffe c tiv e  
D a te  o f  F A S B  S ta te m e n t N o . 133 , FASB S tatem ent No. 138, A c c o u n t in g  f o r  
C e r ta in  D e r iv a t iv e  In s t ru m e n ts  a n d  C e r ta in  H e d g in g  A c t iv it ie s ,  and FASB 
S tatem ent No. 149, A m e n d m e n t o f  S ta te m e n t 133  on  D e r iv a t iv e  In s t ru m e n ts  
a n d  H e d g in g  A c t iv it ie s ,  establishes accounting and repo rting  standards fo r 
deriva tive  ins trum en ts , inc lud ing  ce rta in  deriva tive  ins trum en ts  embedded in  
o ther contracts, and fo r hedging a c tiv itie s .10 P aragraph 6 o f FASB S tatem ent 
No. 133 states th a t a deriva tive  in s tru m e n t is a fin an c ia l in s tru m e n t or o ther 
contract w ith  a ll th ree  o f the fo llow ing  characteristics:
a . I t  has (1) one or more underly ings and (2) one or more notiona l 
am ounts11 or paym ent provisions or both. Those term s determ ine the
| |  F A S B  I n t e r p r e t a t io n  N o . 4 6 R  w a s  is s u e d  in  D e c e m b e r  2 0 0 3  a n d  re p la c e s  F A S B  I n t e r p r e t a ­
t io n  N o . 4 6 , C o n s o l id a t io n  o f  V a r ia b le  I n te r e s t  E n t i t i e s  ( I n t e r p r e t a t io n  N o . 4 6 ) ,  w h ic h  w a s  is s u e d  in  
J a n u a r y  2 0 0 3 . S p e c ia l e f fe c t iv e  d a te  p r o v is io n s  o f  I n t e r p r e t a t io n  N o . 4 6 R  a p p ly  t o  e n te r p r is e s  t h a t  
h a v e  f u l l y  o r  p a r t i a l l y  a p p lie d  I n t e r p r e t a t io n  N o . 4 6  p r io r  t o  is s u a n c e  o f  t h is  r e v is e d  I n t e r p r e t a t io n .  
O th e r w is e ,  a p p l ic a t io n  o f  I n te r p r e t a t io n  N o . 4 6 R  ( o r  I n te r p r e t a t io n  N o . 4 6 )  is  r e q u i r e d  in  f in a n c ia l  
s ta te m e n ts  o f  p u b l ic  e n t i t ie s  t h a t  h a v e  in te r e s t s  i n  s t r u c t u r e s  t h a t  a re  c o m m o n ly  r e fe r r e d  to  a s  
s p e c ia l- p u rp o s e  e n t i t ie s  f o r  p e r io d s  e n d in g  a f t e r  D e c e m b e r  15 , 2 0 0 3 . A p p l ic a t io n  b y  p u b l ic  e n t i t ie s ,  
o t h e r  t h a n  s m a l l  b u s in e s s  is s u e rs ,  f o r  a l l  o t h e r  ty p e s  o f  v a r ia b le  in t e r e s t  e n t i t ie s  is  r e q u i r e d  in  
f in a n c ia l  s t a te m e n ts  f o r  p e r io d s  e n d in g  a f t e r  M a r c h  1 5 , 2 0 0 4 . A p p l ic a t io n  b y  s m a l l  b u s in e s s  is s u e rs  
t o  v a r ia b le  in t e r e s t  e n t i t ie s  o t h e r  t h a n  s p e c ia l- p u rp o s e  e n t i t ie s  a n d  b y  n o n p u b l ic  e n t i t ie s  t o  a l l  ty p e s  
o f  v a r ia b le  in te r e s t  e n t i t ie s  is  r e q u i r e d  a t  v a r io u s  d a te s  in  2 0 0 4  a n d  2 0 0 5 . I n  s o m e  in s ta n c e s ,  
e n te r p r is e s  h a v e  th e  o p t io n  o f  a p p ly in g  o r  c o n t in u in g  to  a p p ly  I n t e r p r e t a t io n  N o . 4 6  f o r  a  s h o r t  p e r io d  
o f  t im e  b e fo re  a p p ly in g  t h is  r e v is e d  I n t e r p r e t a t io n .  P le a s e  r e fe r  t o  I n t e r p r e t a t io n  N o . 4 6 R  f o r  m o re  
in fo r m a t io n .
10 B r o k e r - d e a le r s  m a r k  in v e s tm e n ts  i n  t r a d in g  s e c u r it ie s  a n d  h e d g e s  to  m a r k e t .  A u d i t o r s  
s h o u ld  b e  a w a re  o f  t h is  p r a c t ic e  a s  th e y  r e v ie w  th e  p r o v is io n s  o f  F A S B  S ta te m e n t  N o . 1 3 3 , a s  
a m e n d e d .
11 S o m e t im e s  o t h e r  n a m e s  a re  u s e d . F o r  e x a m p le ,  t h e  n o t io n a l  a m o u n t  is  c a l le d  a  fa c e  a m o u n t  
i n  s o m e  c o n t r a c ts .
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am ount o f the se ttlem ent or settlem ents, and, in  some cases, w he ther 
o r no t a se ttlem ent is requ ired . [footnote om itted ]
b. I t  requ ires no in it ia l  net investm ent or an in it ia l ne t investm ent th a t 
is sm alle r th a n  w ou ld  be requ ired  fo r o ther types o f contracts th a t 
w ou ld  be expected to  have a s im ila r response to changes in  m arke t 
factors.
c. Its  te rm s requ ire  or p e rm it ne t settlem ent, i t  can rea d ily  be settled 
net by a means outside the contract, or i t  provides fo r de live ry  o f an 
asset th a t puts the rec ip ien t in  a position  no t su bs ta n tia lly  d iffe ren t 
from  net settlem ent.
N o tw ith s ta nd in g  the above characteristics, loan com m itm ents th a t re la te  to 
the o rig in a tio n  o f m ortgage loans th a t w ill  be held fo r sale, as discussed in  
paragraph 21 o f FASB S tatem ent No. 65, A c c o u n t in g  f o r  M o r tg a g e  B a n k in g  
A c t iv i t ie s  (as amended), sha ll be accounted fo r as deriva tive  ins trum en ts  by the 
issuer o f the loan com m itm ent (th a t is, the po te n tia l lender). P aragraph 10(i) 
o f FASB S tatem ent No. 133, as amended, provides a scope exception fo r the 
accounting fo r loan com m itm ents by issuers o f ce rta in  com m itm ents to o rig i­
nate loans and a ll holders o f com m itm ents to o rig ina te  loans ( th a t is, the 
p o ten tia l borrowers). W hen recognizing ce rta in  loan com m itm ents reg is tran ts  
should also consider guidance provided in  the  SEC S ta ff Accounting B u lle tin  
No. 105, L o a n  C o m m itm e n ts  A c c o u n te d  f o r  as D e r iv a t iv e  In s tru m e n ts ,  w h ich  
provides in te rp re tive  guidance and emphasizes ce rta in  disclosure requ ire ­
m ents th a t m ay be re levan t in  the context o f mortgage bank ing  activ ities .
Broker-dealers enter in to  deriva tive  transactions to deal, to  take p ro p rie ta ry  
positions, to  effect economic hedges o f ins trum en ts  in  o ther tra d in g  portfo lios, 
to execute a rb itrage  strategies, o r to hedge long-te rm  debt o r long-dated resale 
and repurchase transactions.
7.41 FASB S tatem ent No. 133, as amended, establishes accounting and 
rep o rting  standards fo r deriva tive  ins trum ents , in c lu d ing  certa in  deriva tive  
ins trum en ts  embedded in  o ther contracts (co llective ly re ferred  to as deriva ­
tives), and fo r hedging activ ities . I t  requires th a t an e n tity  recognize a ll 
deriva tives as e ithe r assets or lia b ilit ie s  in  the sta tem ent o f fin an c ia l position 
and measure those ins tru m e n ts  a t fa ir  value. I f  ce rta in  conditions are met, a 
deriva tive  m ay be specifica lly designated as (a) a hedge o f the exposure to 
changes in  the fa ir  value o f a recognized asset or l ia b il ity  or an unrecognized 
f irm  com m itm ent, (b ) a hedge o f the exposure to va riab le  cash flows o f a 
recognized asset or lia b ility , or o f a forecasted transaction , or (c) a hedge o f the 
fo re ign  currency exposure o f a ne t investm ent in  a fore ign operation, an 
unrecognized f irm  com m itm ent, an available-for-sale security, o r a fo re ign -cur­
rency-denom inated forecasted transaction . The accounting fo r changes in  the 
fa ir  va lue o f a deriva tive  ( th a t is, gains and losses) depends on the in tended use 
o f the deriva tive  and the re su ltin g  designation. FASB S tatem ent No. 133 
(paragraphs 44—47) also conta ins extensive disclosure requirem ents. Readers 
should re fe r to  the fu l l  te x t o f the S tatem ent when considering accounting and 
rep o rting  issues re la ted  to deriva tive  ins trum en ts  and hedging activ ities .
7.42 D eriva tives entered in to  by dealers in  connection w ith  th e ir  dealing 
ac tiv itie s  should be ca rried  a t fa ir  va lue w ith  re su lta n t gains and losses 
reported cu rre n tly  in  income. Quoted m arke t prices provide the m ost re liab le  
fa ir  va lue fo r deriva tives traded  on a recognized exchange. F a ir  va lue fo r 
deriva tives no t traded on a recognized exchange is genera lly  considered to be 
the value th a t could be rea lized th rough  te rm in a tio n  or assignm ent o f the 
derivative. A lthough FASB Statem ent No. 107 provides guidance in  d e te rm in in g
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fa ir  value, there  is no standard  fo r de te rm in ing  fa ir  va lue o f a ll derivatives. 
Common va lua tion  methodologies fo r an in te res t ra te  swap incorporate  a 
comparison o f the y ie ld  o f the swap w ith  the cu rren t treasu ry  security  y ie ld  
curve and swap to treasu ry  spread quotations, or the cu rren t swap y ie ld  curve. 
The swap y ie ld  curve is derived from  quoted swap rates. D ealer b id  and offer 
quotes are genera lly availab le  fo r basic in te res t ra te  swaps in vo lv in g  counter­
parties whose securities are investm ent-grade. (The Group o f T h ir ty  Report, 
D e r iv a t iv e s  P ra c t ic e s  a n d  P r in c ip le s ,  contains several recom m endations re ­
gard ing  dealer p ric ing , in c lu d ing  th a t deriva tives portfo lios be va lued based on 
m id -m a rke t levels less specific adjustm ents.) Factors th a t could in fluence the 
va lua tion  o f an in d iv id u a l deriva tive  include the coun te rparty ’s c red it s tand ing  
and the com plexity o f the deriva tive . I f  those factors d iffe r from  those basic 
factors unde rly in g  the quote, an ad justm ent to the quoted price should be 
considered.12
7.43 In  de te rm in ing  a de riva tive ’s value, consideration should be given to 
recognizing and p rov id ing  fo r c red it and liq u id ity  r is k  and the opera tiona l and 
a dm in is tra tive  costs associated w ith  the m anagem ent o f de riva tive  portfo lios. 
The m ethods fo r de te rm in ing  the am ount o f c red it r is k  and opera tional costs 
m ay d iffe r among dealers.
Soft-Dollar Arrangements
7.44 The te rm  s o f t  d o l la r s  is used to describe an arrangem ent in  w h ich  a 
broker-dealer provides research to a custom er in  re tu rn  fo r trade  order flow  (a 
ce rta in  volum e o f trades) from  th a t customer. Th is  generates commission 
income fo r the broker-dealer. M any o f these agreements are ora l, and the  value 
o f the research to be provided is typ ica lly  based on a percentage o f commission 
income. So ft-do lla r customers are typ ica lly  in s t itu tio n a l investors or money 
managers. So ft-do llar research m ay be generated e ithe r in te rn a lly  by the 
broker-dealer o r purchased by the broker-dealer from  a th ird  party .
7.45 Since the  1970s, w hen so ft do lla rs  were f ir s t  used, some b roke r- 
dealers and money m anagers have used soft do llars to cover transactions or 
expenses not associated w ith  research. These types o f transactions are gov­
erned by section 28(e) o f the Securities Exchange A c t o f 1934, w h ich  allows the 
paying  o f a brokerage commission i f  the m anager determ ines in  good fa ith  th a t 
the commission is reasonable in  re la tio n  to the value o f the brokerage and 
research services provided.
7.46 A t the date o f the sta tem ent o f fin an c ia l condition, the broker-dealer 
should analyze both  the commission income generated from  so ft-do lla r custom ­
ers and the  research provided to the  so ft-do lla r customers to determ ine 
w hether a l ia b il ity  should be accrued fo r research due to  customers based on 
the commission income generated or w he ther any soft d o lla r expenses have 
been prepaid  and need to be deferred. The re a liz a b ility  o f any prepaid  expenses 
m ust be evaluated as o f the fin an c ia l sta tem ent date.
Statement-of-Income/Loss Considerations
Underwriting Revenues and Expenses
7.47 There are several d iffe ren t ways in  w hich  a broker-dealer m ay 
partic ipa te  in  the u n d e rw ritin g  o f a new issue o f securities. The broker-dealer 
m ay be the m anaging or lead u n d e rw rite r, a m em ber o f the syndicate, or a 
m em ber o f the se lling  group.
12 See foo tnote 1 to  pa rag raph  7.02.
AAG-BRD 7.47
230 B roke rs  and D ea le rs  in  S ecurities
7.48 Such p a rtic ip a tio n  m ay be on one o f the fo llow ing  bases:
•  F irm  com m itm ent
•  S tandby
•  Best e fforts
•  A l l  or none
7.49 In  connection w ith  its  p a rtic ip a tio n  in  an u n d e rw ritin g  o f securities, 
a b roker-dealer m ay receive various types o f revenues as w e ll as in cu r various 
re la ted  expenses. Such revenues include m anagem ent fees (in  the case o f the 
lead or comanaging u nd e rw rite r), u n d e rw ritin g  fees ( in  the  case o f the  lead 
u n d e rw rite r and other members o f the syndicate), and se lling  concession fees 
(in  the case o f a ll se lling  group members). The re la ted  expenses include b u t are 
not lim ite d  to m a rke tin g  and adve rtis ing  fees, legal fees, s tab iliza tio n  costs, 
and the o ther costs associated w ith  se tting  up the syndicate group. These 
expenses are accum ulated by the  lead u n d e rw rite r and are allocated to  the 
o ther members o f the syndicate on a pro ra ta  basis.
7.50 The fee revenue re la tin g  to  the  u n d e rw ritin g  com m itm ent should be 
recorded when a ll s ign ifican t item s re la tin g  to the u n d e rw ritin g  cycle have 
been completed and the am ount o f the u n d e rw ritin g  revenue has been deter­
m ined. Th is w ill  genera lly  be a t the po in t a t w hich  a ll o f the fo llow ing  have 
occurred (w hich m ay or m ay no t be p rio r to the se ttlem ent date o f the issue):
•  The issuer’s reg is tra tion  sta tem ent has become effective w ith  the SEC, 
or o ther o ffe ring  documents are fina lized  (as opposed to the closing or 
se ttlem ent date).
•  The broker-dealer has made a firm  com m itm ent fo r the purchase o f 
the shares or debt from  the issuer.
•  The broker-dealer has been in fo rm ed o f the  exact num ber o f shares or 
the p rin c ip a l am ount o f debt th a t i t  has been a llo tted  ( i f  i t  is no t the 
lead u n d e rw rite r o f an und iv ided  offering).
7.51 M any o f the re la ted  u n d e rw ritin g  expenses described above are 
incu rred  p rio r to the actua l issuance o f the securities. Such expenses are 
deferred and recognized a t the tim e  the re la ted  revenues are recorded. In  the 
event th a t the transaction  is no t completed and the securities are no t issued, 
the firm s  th a t have agreed to partic ipa te  in  the costs associated w ith  the 
u n d e rw ritin g  w rite  those costs o ff to expense.
7.52 W ith  respect to the u n d e rw ritin g  o f issues th a t trade p rio r to  the 
se ttlem ent date, the broker-dealer should m ark-to -m a rke t any shares th a t i t  
is f irm ly  com m itted to purchase b u t th a t have not ye t been subscribed to by 
customers.
Mutual Fund Distribution Costs
7.53 Broker-dealers m ay contract w ith  one or more m u tu a l funds to act 
as the reg istered d is tr ib u to r o f the m u tu a l fu nd ’s shares, assisting the fund  in  
se lling  and d is tr ib u tin g  its  shares. I f  a broker-dealer undertakes the responsi­
b il i ty  fo r se lling  and d is tr ib u tin g  fund  shares, i t  w il l  in cu r d iffe ren t types o f 
costs, the m ost common o f w h ich  are commissions paid to those o f its  repre­
sentatives who arrange fund  sales. To compensate a broker-dealer fo r those 
se lling  e fforts, m u tu a l funds m ay establish some fo rm  o f a fund-charge and 
shareholder-com m ission s truc tu re  th a t provides fees to the broker-dealer 
e ithe r a t the tim e  o f sale or over a specified period o f tim e. Two common form s 
o f compensation are the fo llow ing:
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•  A  fron t-end  commission paid  to  the broker-dealer by the fund  share­
ho lder a t the tim e  o f sale
•  A  12b-1 d is tr ib u tio n  fee, w hich  is paid by the fund  over a period o f tim e  
based on a percentage o f the fu n d ’s d a ily  ne t asset levels, together w ith  
a deferred sales charge, w hich  is a commission paid  to the broker- 
dealer by the shareholder a t the tim e  the shareholder exits the fund. 
D eferred sales charges are o ften charged to the  shareholder in  decreas­
in g  am ounts over tim e.
7.54 A  fron t-end  commission should be recorded in  fu ll by the broker- 
dealer a t the tim e i t  is earned (the trade date). W ith  respect to 12b-1 fees and 
deferred sales charges, the broker-dealer genera lly defers its  increm enta l 
d irec t costs associated w ith  the se lling  o f the fund  shares (such as sales 
representatives’ commissions and d irec t m a rke tin g  costs) and am ortizes these 
costs over the period in  w hich  the fees from  the fund  or fund  shareholders are 
expected to be received. In d ire c t costs associated w ith  se lling  the fund  shares 
are expensed as incurred . Fees from  the funds or fund  shareholders are 
recognized when earned (see FASB E IT F  Issue 85-24, D is t r i b u t io n  F ees  b y  
D is t r i b u t o r s  o f  M u t u a l  F u n d s  T h a t  D o  N o t  H a v e  a  F r o n t - E n d  S a le s  C h a r g e ).
Half-Turn Convention
7.55 Commissions on ce rta in  contracts, such as com m odity fu tu res and 
options, m ay be b ille d  to  custom ers on a ro u n d -tu rn  basis. E ven though  the  
ro u n d -tu rn  commissions m ay be reflected in  the custom er’s account upon 
en te ring  in to  the transaction  or on the date o f the round tu rn , th is  commission 
income should be recognized in  the s ta tem ent o f income on a h a lf- tu rn  basis.
Interest, Dividends, and Rebates
7.56 The income sta tem ent c lassifica tion  o f in te res t, d ividends, and re ­
bate income and expense varies, because ce rta in  transactions are entered in to  
as financings w h ile  others are entered in to  as p a rt o f tra d in g  strategies.
7.57 Stock-loan and repo transactions m ay be entered in to  fo r the purpose 
o f financ ing  positions (such as in  lie u  o f a bank loan). I f  such transactions are 
accounted fo r as financ ing  transactions (see the  discussion in  th is  chapter 
e n title d  “ Secured borrow ings,” th a t begins w ith  paragraph 7.26), the rebate or 
in te res t expense should be reflected in  the income sta tem ent as an expense 
separate and apa rt from  any tra d in g  gains or losses.
7.58 However, broker-dealers frequen tly  en te r in to  m atched-stock bor­
row  and loan transactions as a fin d e r or conduit, or enter in to  repo and reverse 
repo agreements as p a rt o f a matched-book tra d in g  strategy. F u rth e r, complex 
tra d in g  strategies often invo lve num erous long and short positions in  d iffe ren t 
products, so th a t those positions re flec t a tra d in g  position  th a t is d iffe ren t from  
its  in d iv id u a l components (fo r example, box spreads, conversions, and reve r­
sals). For those ac tiv ities , the re su ltin g  income and expense m ay be reflected 
net in  the income sta tem ent, w ith  disclosure o f the gross components e ithe r on 
the face o f the income sta tem ent or in  the notes to  the fin an c ia l statem ents.
AAG-BRD 7.58
A u d ito r 's  S tandard  R eport 233
Appendix A 
Auditor's Standard Report
The fo llow ing  is an illu s tra tio n  o f an a u d ito r’s repo rt th a t expresses an u n q u a li­
fied  op in ion on the fin an c ia l statem ents and on the  supp lem entary schedules 
requ ired  by the Securities and Exchange Com m ission (SEC).
Independent A u d ito r ’s Report
Board o f D irectors
S tandard Stockbrokerage Co., Inc.:
We have aud ited  the accompanying consolidated sta tem ent o f fin an c ia l condi­
tio n  o f S tandard  Stockbrokerage Co., Inc., and Subsid iaries (the Company) as 
o f December 31, 20X4, and the re la ted  consolidated statem ents o f income, 
changes in  stockholders’ equ ity, changes in  lia b ilit ie s  subord inated to claim s o f 
general cred itors, and cash flows fo r the year then  ended th a t you are f il in g  
pu rsuan t to ru le  17a-5 under the Securities Exchange A ct o f 1934. These 
fin an c ia l statem ents are the respons ib ility  o f the Company’s managem ent. O ur 
respons ib ility  is to  express an opin ion  on these fin an c ia l statem ents based on 
our aud it.
We conducted our a u d it in  accordance w ith  a u d itin g  standards genera lly 
accepted in  the U n ite d  States o f Am erica.* Those standards requ ire  th a t we 
p lan  and perform  the a u d it to obta in  reasonable assurance about w he ther the
* Fo r a u d its  o f issuers, as de fined by th e  S arbanes-O xley A ct, and o th e r e n titie s  w hen prescribed 
by th e  ru le s  o f th e  S ecurities and Exchange C om m ission (co llec tive ly  re fe rred  to  as “ issuers” ), P ub lic  
Com pany A ccoun ting  O ve rs ig h t B oard  (P C A O B) S tand ard  No. 1, R e fe re n c e s  in  A u d i t o r s ’  R e p o r ts  to  
th e  S t a n d a r d s  o f  th e  P u b l i c  C o m p a n y  A c c o u n t in g  O v e rs ig h t  B o a r d ,  replaces th is  sentence w ith  the  
fo llo w in g  sentence: “We conducted ou r a u d its  in  accordance w ith  th e  s tandards o f the  P ub lic  Com ­
pa ny  A ccoun ting  O ve rs igh t B oard  (U n ite d  S ta tes).” O n M a y  14, 2004, th e  SEC approved PC AO B 
A u d it in g  S tand a rd  No. 1 and also issued an in te rp re tiv e  re lease to  he lp  w ith  its  im p le m e n ta tio n . The 
SEC’s in te rp re tiv e  re lease is  designed to  ass is t th e  PC AO B, re g is tra n ts , au d ito rs  and investo rs  by, 
am ong o th e r th in g s , address ing  ce rta in  tra n s itio n a l im p le m e n ta tio n  issues and c la rify in g  th e  im pa c t 
o f A u d it in g  S tandard  No. 1 on e x is tin g  references in  th e  SEC ru les  and re g u la tio n s  to  “ gene ra lly  
accepted a u d itin g  s tandards .” (See Release No. 33-8422 fo r m ore in fo rm a tio n .) The release specifies 
th a t e ffective M a y  24, 2004, references in  SEC ru le s  and s ta ff gu idance and in  th e  federa l securities 
law s to  GAAS or to  specific s tandards un d e r GAAS, as the y  re la te  to  issuers, shou ld  be understood to  
m ean the  s tandards o f th e  P C AO B, p lus  any applicab le  ru le s  o f th e  SEC. R egistered pub lic  account­
in g  firm s  m u s t com ply w ith  th e  s tandards o f the  PC AO B in  connection w ith  th e  p re p a ra tio n  or 
issuance o f any  a u d it re p o rt on th e  fin a n c ia l s ta tem en ts  o f an  issuer. See the  Preface o f th is  G uide fo r 
m ore in fo rm a tio n .
The s ta f f o f the  PC AO B pu b lished  a series o f questions and answers (Q & A s) on th e  P C A O B ’s 
A u d it in g  S tand a rd  No. 1 w h ich  seek to  answ er questions th a t have a rise n  about th e  im p lica tio n s  o f 
A u d it in g  S tand a rd  No. 1, ce rta in  p rov is ions o f the  S arbanes-O xley A ct, and o th e r PC AO B ru le s  in  the  
au d its  o f f in a n c ia l s ta tem en ts  o f non-issuers. F o r fu r th e r  in fo rm a tio n , see th e  com plete Q & A s on the  
P C A O B ’s w ebsite  a t www.pcaobus.org.
In  June  2004, th e  A u d it in g  S tandards B oard  issued tw o  in te rp re ta tio n s  o f SAS No. 58, R e p o r ts  o n  
A u d i t e d  F i n a n c ia l  S ta te m e n ts ,  w h ich  p rov ide  re p o rtin g  gu idance fo r a u d its  o f nonissuers. In te rp re ta ­
tio n  No. 17, “ C la rific a tio n  in  the  A u d it  R epo rt o f the  E x te n t o f Testing o f In te rn a l C on tro l O ver 
F in a n c ia l R epo rting  in  Accordance W ith  G en e ra lly  Accepted A u d it in g  S tandards ,” addresses how  
au d ito rs  m ay expand th e ir  independen t a u d itin g  re p o rt to  e xp la in  th a t th e ir  te s tin g  was s u ffic ie n t to 
te s t th e  procedures o f in te rn a l con tro l over f in a n c ia l re p o rtin g , b u t n o t th e  effectiveness o f the  
in te rn a l con tro l. In te rp re ta tio n  No. 18, “Reference to  P C AO B S tandards in  an  A u d it  R eport o f a 
N on issuer,”  provides gu idance on the  a p p rop ria te  re fe renc ing  o f PC AO B s tandards in  a u d itin g  
reports  fo r those a u d ito rs  w ho choose to  fo llo w  PCAO B standards  w hen  a u d itin g  nonissuers. The 
A SB also has u n d e rta ke n  a p ro ject to de te rm ine  w h a t am endm ents, i f  any, shou ld  be made to  SAS 
No. 58.
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fin an c ia l statem ents are free o f m a te ria l m isstatem ent. A n  a u d it includes 
exam in ing, on a test basis, evidence supporting  the am ounts and disclosures 
in  the fin an c ia l statem ents. A n  a u d it also includes assessing the accounting 
p rinc ip les used and s ign ifican t estim ates made by m anagem ent, as w e ll as 
eva lua ting  the overa ll fin an c ia l sta tem ent presentation. We believe th a t our 
a u d it provides a reasonable basis fo r our op in ion .1
In  our opinion, the fin an c ia l statem ents re ferred  to above present fa ir ly , in  a ll 
m a te ria l respects, the consolidated fin an c ia l position  o f S tandard  S tockbroker­
age Co., Inc. and Subsid iaries a t December 31, 20X4, and the resu lts  o f th e ir  
operations and th e ir  cash flows fo r the year then  ended in  con fo rm ity  w ith  
accounting p rinc ip les genera lly  accepted in  the U n ite d  States o f Am erica.
O ur a u d it was conducted fo r the purpose o f fo rm ing  an opin ion on the basic 
fin an c ia l statem ents taken  as a whole. The in fo rm a tion  contained in  Schedules 
I, I I ,  I I I ,  and IV  is presented fo r purposes o f add itiona l analysis and is not a 
requ ired  p a rt o f the basic fin an c ia l statem ents, b u t is supp lem entary in fo rm a ­
tio n  requ ired  by ru le  17a-5 under the  Securities Exchange A ct o f 1934. Such 
in fo rm a tion  has been subjected to  the a u d itin g  procedures applied in  the  a ud it 
o f the  basic fin an c ia l statem ents and, in  our opinion, is fa ir ly  stated in  a ll 
m a te ria l respects in  re la tio n  to the basic fin an c ia l statem ents taken  as a whole.
A ccounting F irm  
N ew  Y ork, New Y o rk  
F ebruary  15, 20X5 1
1 See paragraphs 3.106 through 3.108 in Chapter 3 for information on obtaining confidential 
treatment of the financial statem ents from the SEC and Commodity Futures Trading Commission.
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Appendix B 
G A A P Departure— Unsupportable Valuation
I f  securities and investm ents th a t are not rea d ily  m arketab le  are m a te ria l and 
the a ud ito r concludes th a t the va lua tion  procedures are inadequate or unrea­
sonable, or th a t the u nderly ing  docum entation does not support the va lua tion , 
he or she m ay need to issue a m od ified  opin ion because o f a departu re  from  
genera lly accepted accounting princ ip les. F o llow ing  is an example o f a qua lified  
opin ion (assum ing the a ud ito r cannot reasonably determ ine the effects o f the 
departure).
Independent A u d ito r ’s Report
Board o f D irectors
S tandard Stockbrokerage Co., Inc.:
[S am e f i r s t  a n d  second p a ra g ra p h s  as in  the re p o rt i l lu s t ra te d  in  a p p e n d ix  A . ]
As discussed in  Note 1 to the fin an c ia l statem ents, investm en t securities not 
rea d ily  m arketab le  am ounting  to $10,730,685 (27 percent o f stockholders’ 
equ ity) a t December 31, 20X4, have been valued a t fa ir  value as determ ined by 
the Board o f D irectors. We have reviewed the procedures applied by the 
d irectors in  va lu ing  such securities and investm ents and have inspected under­
ly in g  docum entation. In  our opinion, those procedures are not reasonable, and 
the docum entation is no t appropria te  to determ ine the fa ir  va lue o f the securi­
ties in  confo rm ity  w ith  accounting p rinc ip les genera lly  accepted in  the U n ite d  
States o f Am erica. The effect on the fin an c ia l statem ents o f not app ly ing  
adequate va lu a tio n  procedures is no t re a d ily  de te rm inab le .1
In  our opinion, except fo r the effects on the fin an c ia l statem ents o f the va lua tion  
o f investm en t securities determ ined by the Board o f D irectors, as described in  
the preceding paragraph, the fin an c ia l statem ents re fe rred  to above present 
fa ir ly , in  a ll m a te ria l respects, the consolidated fin an c ia l position  o f S tandard 
Stockbrokerage Co., Inc. and Subsid iaries a t December 31, 20X4, and the 
resu lts  o f th e ir  operations and th e ir  cash flows fo r the year then  ended in  
confo rm ity  w ith  accounting p rinc ip les genera lly  accepted in  the U n ite d  States 
o f Am erica.2
O ur a u d it was conducted fo r the purpose o f fo rm ing  an op in ion  on the basic 
fin an c ia l statem ents taken  as a whole. The in fo rm a tion  contained in  Schedules
I, I I ,  I I I ,  and IV  is presented fo r purposes o f add itiona l analysis and is no t a 
requ ired  p a rt o f the  basic fin an c ia l statem ents, b u t is supplem entary in fo rm a ­
tio n  requ ired  by ru le  17a-5 under the Securities Exchange A ct o f 1934. Such 
in fo rm a tion  has been subjected to the a u d itin g  procedures applied in  our a u d it 
o f the basic fin an c ia l statem ents and, in  our op in ion , except fo r the  effects on 2
1 Securities and Exchange Commission (SEC) regulations require auditors to state if  they have 
reviewed the procedures applied by the directors in valuing the securities, if they have inspected the 
underlying documentation, and if they believe the procedures are reasonable and the documentation 
appropriate.
2 In certain circumstances, depending on materiality, the qualification could apply only to the 
income statement.
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[I d e n t i f y  th e  s c h e d u le s  a f fe c te d ] o f the va lua tion  o f investm ent securities deter­
m ined by the Board o f D irectors, as described in  the second preceding para ­
graph, the in fo rm a tion  is fa ir ly  stated in  a ll m a te ria l respects in  re la tio n  to the 
basic fin an c ia l statem ents taken  as a whole.
A ccounting F irm  
N ew  Y ork, N ew  Y o rk  
F ebruary  15, 20X5
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Separate Report on 
Supplem entary Schedules
I t  is also acceptable to present a separate a ud ito r’s report on the supplem entary 
schedules as follows.
Independent A u d ito r ’s Report on S upplem entary In fo rm a tio n  
R equired by Rule 17a-5 o f the Securities and Exchange Comm ission
Board o f D irectors
S tandard Stockbrokerage Co., Inc.:
We have aud ited  the accompanying consolidated fin an c ia l s tatem ents o f S tand­
ard Stockbrokerage Co., Inc. and Subsid iaries as o f and fo r the year ended 
December 31, 20X4, and have issued our report thereon dated February  15, 
20X5. O ur a u d it was conducted fo r the purpose o f fo rm ing  an opin ion on the 
basic fin an c ia l statem ents taken  as a whole. The in fo rm a tion  contained in  
Schedules I, I I ,  I I I ,  and IV  is presented fo r purposes o f add itiona l analysis and 
is no t a required  p a rt o f the basic fin an c ia l statem ents, bu t is supplem entary 
in fo rm a tion  requ ired  by ru le  17a-5 under the Securities Exchange A ct o f 1934. 
Such in fo rm a tion  has been subjected to the a u d itin g  procedures applied in  the 
a u d it o f the basic fin an c ia l statem ents and, in  our opinion, is fa ir ly  stated in  
a ll m a te ria l respects in  re la tio n  to  the basic fin an c ia l statem ents taken  as a 
whole.
A ccounting F irm  
New Y ork, New Y o rk  
February  15, 20X5
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Report on Internal Control Required b y  SEC  
Rule 17a-5
The fo llow ing  is an illu s tra tio n  o f the independent a ud ito r’s repo rt on in te rn a l 
contro l requ ired  by Securities Exchange Comm ission (SEC) ru le  17a-5:
Board o f D irectors
S tandard Stockbrokerage Co., Inc.:
In  p lann ing  and perfo rm ing  our a u d it o f the consolidated fin an c ia l statem ents 
o f S tandard  Stockbrokerage Co., Inc. (the Company), fo r the year ended 
December 31, 20X4, we considered its  in te rn a l control, in c lu d ing  contro l a c tiv i­
ties fo r safeguarding securities, in  order to determ ine our a u d itin g  procedures 
fo r the purpose o f expressing our op in ion  on the consolidated fin an c ia l sta te­
m ents and not to provide assurance on the in te rn a l control.
Also, as required  by ru le  17a-5(g)(1) o f the Securities and Exchange Com m is­
sion (SEC), we have made a study o f the practices and procedures followed by 
the Company, inc lud ing  tests o f compliance w ith  such practices and procedures 
th a t we considered re levan t to the objectives stated in  ru le  17a-5(g), in  the 
fo llow ing:
1. M ak ing  the periodic com putations o f aggregate indebtedness (or 
aggregate debits) and net cap ita l under ru le  17a-3(a)(11) and the 
reserve required  by ru le  15c3-3(e)
2. M ak ing  the q u a rte rly  securities exam inations, counts, ve rifica tions, 
and comparisons, and the recordation o f differences requ ired  by ru le  
17a-13
3. C om plying w ith  the requirem ents fo r p rom pt paym ent fo r securities 
under Section 8 o f Federal Reserve R egula tion T  o f the Board o f 
Governors o f the Federal Reserve System
4. O b ta in ing  and m a in ta in in g  physical possession or contro l o f a ll fu lly  
paid  and excess m arg in  securities o f customers as requ ired  by ru le  
15c3-3
The m anagem ent o f the Company is responsible fo r estab lish ing  and m a in ta in ­
ing  an in te rn a l contro l and the practices and procedures re fe rred  to in  the 
preceding paragraph. In  fu lf i l l in g  th is  respons ib ility , estim ates and judgm ents 
by m anagem ent are requ ired  to assess the expected benefits and re la ted  costs 
o f controls, and o f the practices and procedures re ferred  to in  the preceding 
paragraph, and to assess w he ther those practices and procedures can be 
expected to achieve the SEC’s above-mentioned objectives. Two o f the objectives 
o f in te rn a l contro l and the practices and procedures are to provide m anagem ent 
w ith  reasonable b u t no t absolute assurance th a t assets fo r w hich  the Company 
has respons ib ility  are safeguarded against loss from  unauthorized  use or 
d isposition, and th a t transactions are executed in  accordance w ith  manage­
m ent’s au tho riza tion  and recorded p rope rly  to p e rm it the p repa ra tion  o f fin a n ­
c ia l statem ents in  co n fo rm ity  w ith  gen e ra lly  accepted accounting  p rinc ip les .
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Rule 17a-5(g) lis ts  add itiona l objectives o f the practices and procedures lis ted  
in  the preceding paragraph.
Because o f inh e re n t lim ita tio n s  in  in te rn a l contro l or the  practices and proce­
dures re ferred  to  above, e rro r or fraud  m ay occur and not be detected. Also, 
pro jection o f any eva lua tion  o f them  to fu tu re  periods is subject to the r is k  th a t 
they m ay become inadequate because o f changes in  conditions or th a t the 
effectiveness o f th e ir  design and operation m ay deteriora te . O ur consideration 
o f in te rn a l contro l w ould  no t necessarily disclose a ll m atte rs  in  in te rn a l contro l 
th a t m ig h t be m a te ria l weaknesses under standards established by the A m e ri­
can In s titu te  o f C ertified  P ublic Accountants. A  m a te ria l weakness is a condi­
tio n  in  w h ich  the design or operation o f the specific in te rn a l contro l components 
does not reduce to a re la tive ly  low  level the r is k  th a t e rro r or fraud  in  amounts 
th a t w ould  be m a te ria l in  re la tio n  to the fin an c ia l statem ents being audited 
m ay occur and not be detected w ith in  a tim e ly  period by employees in  the 
norm a l course o f pe rfo rm ing  th e ir  assigned functions. However, we noted no 
m atte rs  in vo lv in g  in te rn a l contro l, in c lu d ing  contro l ac tiv itie s  fo r safeguarding 
securities, th a t we consider to be m a te ria l weaknesses as defined above.1
We understand th a t practices and procedures th a t accomplish the objectives 
re ferred  to in  the second paragraph o f th is  report are considered by the SEC to 
be adequate fo r its  purposes in  accordance w ith  the Securities Exchange A ct o f 
1934 and re la ted  regula tions, and th a t practices and procedures th a t do not 
accomplish such objectives in  a ll m a te ria l respects ind icate  a m a te ria l inade­
quacy fo r such purposes. Based on th is  understand ing  and on our study, we 
believe th a t the Company’s practices and procedures were adequate a t Decem­
ber 31, 20X4, to m eet the SEC’s objectives.2
This report is in tended solely fo r the in fo rm a tion  and use o f the Board o f 
D irectors, managem ent, the SEC, [D e s ig n a te d  s e l f - r e g u la to r y  o r g a n iz a t io n ], 
and o ther regu la to ry  agencies th a t re ly  on ru le  17a-5(g) under the Securities 
Exchange A ct o f 1934 in  th e ir  regu la tion  o f reg istered brokers and dealers, and 
is no t in tended to be and should no t be used by anyone o ther th an  these 
specified parties.
A ccounting F irm  
New York, New Y o rk  
February  15, 20X5
1 If  conditions believed to be m aterial weaknesses are disclosed, the report should describe the 
weaknesses that have come to the auditor’s attention and may state that these weaknesses do not 
affect the report on the financial statements. The last sentence of the fifth paragraph of the report 
should be modified as follows:
However, we noted the following matters involving the [control environment, accounting sys­
tem, control activities, or control activities for safeguarding securities] and its [their] operation 
that we consider to be material weaknesses as defined above. These conditions were considered in 
determining the nature, timing, and extent of the procedures to be performed in our audit of 
the consolidated financial statem ents of Standard Stockbrokerage Co., Inc., for the year ended 
December 31, 20X4, and this report does not affect our report thereon dated February 15, 20X5. 
[A  d e s c r ip t io n  o f  th e  m a t e r ia l  w e a k n e s s e s  t h a t  h a v e  c o m e  to  th e  a u d i t o r ’s a t t e n t io n  a n d  c o r r e c ­
t iv e  a c t io n .]
2 Whenever inadequacies are described, the report should include the last sentence of the fifth 
paragraph as modified in the note above. The report should also describe material inadequacies that 
the auditor becomes aware of that existed during the period but were corrected prior to the end of the 
period, unless management already has reported them to the SEC.
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Report on Internal Control Required b y  SE C  
Rule 17a-5  for a Broker-Dealer Claim ing an 
Exemption From SEC  Rule 15c3-31
The fo llow ing  is an illu s tra tio n  o f the independent a ud ito r’s report on in te rn a l 
contro l o f a b roker-dealer c la im ing  an exem ption from  Securities and Exchange 
Comm ission (SEC) ru le  15c3-3.
Board o f D irectors
S tandard Stockbrokerage Co., Inc.:
In  p lann ing  and perform ing our aud it o f the consolidated financia l statements and 
supplemental schedules o f Standard Stockbrokerage Co., Inc. (the Company), for 
the year ended December 31, 20X4, we considered its  in te rna l control, including 
control activ ities fo r safeguarding securities, in  order to determ ine our aud iting  
procedures fo r the purpose o f expressing our opinion on the consolidated financia l 
statements and not to provide assurance on in te rna l control.
Also, as required  by ru le  17a-5(g)(1) o f the Securities and Exchange Com m is­
sion (SEC), we have made a study o f the practices and procedures followed by 
the Com pany inc lu d ing  tests o f such practices and procedures th a t we consid­
ered re levan t to the objectives stated in  ru le  17a-5(g) in  m ak ing  the periodic 
com putations o f aggregate indebtedness (or aggregate debits) and net cap ita l 
under ru le  17a-3(a)(11) and fo r de te rm in ing  compliance w ith  the exem ptive 
provisions o f ru le  15c3-3. Because the Company does not ca rry  securities 
accounts fo r customers or perform  custodial functions re la tin g  to custom er 
securities, we d id  no t review  the practices and procedures followed by the 
Company in  any o f the fo llow ing:
1. M ak ing  q u a rte rly  securities exam inations, counts, ve rifica tions, and 
comparisons
2. Recordation o f differences requ ired  by ru le  17a-13
3. C om plying w ith  the requirem ents fo r p rom pt paym ent fo r securities 
under Section 8 o f Federal Reserve R egula tion T o f the Board o f 
Governors o f the Federal Reserve System
The m anagem ent o f the Company is responsible fo r estab lish ing  and m a in ta in ­
ing  in te rn a l contro l and the practices and procedures re ferred  to in  the preced­
ing  paragraph. In  fu lf i l l in g  th is  respons ib ility , estim ates and judgm ents by 
m anagem ent are requ ired  to assess the expected benefits and re la ted  costs o f 
controls and o f the practices and procedures re ferred  to in  the preceding 
paragraph and to assess w he ther those practices and procedures can be ex­
pected to achieve the SEC’s above-mentioned objectives. Two o f the objectives 
o f in te rn a l contro l and the practices and procedures are to provide m anagem ent 
w ith  reasonable bu t not absolute assurance th a t assets for which the Company has 
responsibility are safeguarded against loss from  unauthorized use or disposition 
and th a t transactions are executed in  accordance w ith  management’s authoriza­
tion  and recorded p rope rly  to p e rm it the p repa ra tion  o f fin a n c ia l s ta tem ents in
1 There are three types of exemptions under SEC Rule 15c3-3—k(2)(i), k(2)(ii), and k(3). Other 
formats of this letter may be acceptable depending on the type of the exemption filed.
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confo rm ity  w ith  genera lly accepted accounting princip les. Rule 17a-5(g) lis ts  
add itiona l objectives o f the practices and procedures lis ted  in  the preceding 
paragraph.
Because o f inheren t lim ita tio n s  in  in te rn a l control or the practices and proce­
dures referred to above, e rro r or fraud  m ay occur and not be detected. Also, 
projection o f any evalua tion  o f them  to fu tu re  periods is subject to the r is k  th a t 
they m ay become inadequate because o f changes in  conditions or th a t the 
effectiveness o f th e ir  design and operation m ay deteriorate.
O ur consideration o f in te rn a l contro l would  no t necessarily disclose a ll m atte rs  
in  in te rn a l contro l th a t m ig h t be m a te ria l weaknesses under standards estab­
lished by the Am erican  In s titu te  o f C ertified  P ublic Accountants. A  m a te ria l 
weakness is a cond ition  in  w h ich  the design or operation o f the specific in te rn a l 
contro l components does not reduce to a re la tive ly  low  level the r is k  th a t e rro r 
or fraud  in  am ounts th a t w ou ld  be m a te ria l in  re la tio n  to the fin an c ia l sta te­
m ents being aud ited  m ay occur and not be detected w ith in  a tim e ly  period by 
employees in  the norm a l course o f perfo rm ing  th e ir  assigned functions. H ow ­
ever, we noted no m atte rs  invo lv in g  in te rn a l control, inc lud ing  contro l ac tiv ities  
fo r safeguarding securities, th a t we consider to be m a te ria l weaknesses as 
defined above.2
We understand th a t practices and procedures th a t accomplish the objectives 
referred  to  in  the second paragraph o f th is  report are considered by the SEC to 
be adequate fo r its  purposes in  accordance w ith  the Securities Exchange A ct o f 
1934 and re la ted  regula tions, and th a t practices and procedures th a t do not 
accomplish such objectives in  a ll m a te ria l respects ind icate  a m a te ria l inade­
quacy fo r such purposes. Based on th is  understand ing  and on our study, we 
believe th a t the Com pany’s practices and procedures were adequate a t Decem­
ber 31, 20X4, to m eet the SEC’s objectives.3
Th is report is in tended solely fo r the in fo rm a tion  and use o f the Board o f 
D irectors, m anagem ent, the SEC, [D e s ig n a te d  s e l f - r e g u la to r y  o r g a n iz a t io n ], 
and o ther regu la to ry  agencies th a t re ly  on ru le  17a-5(g) under the Securities 
Exchange A c t o f 1934 in  th e ir  regu la tion  o f reg istered brokers and dealers, and 
is no t in tended to be and should no t be used by anyone other th an  these 
specified parties.
A ccounting F irm  
N ew  York, New Y o rk  
Feb rua ry  15, 20X2
2 If conditions believed to be material weaknesses are disclosed, the report should describe the 
weaknesses that have come to the auditor’s attention and may state that these weaknesses do not 
affect the report on the financial statements. The last sentence of the fifth paragraph of the report 
should be modified as follows:
However, we noted the following matters involving the [control environment, accounting sy s­
tem, control activities, or control activities for safeguarding securities] and its [their] operation 
that we consider to be material weaknesses as defined above. These conditions were considered in 
determining the nature, timing, and extent of the procedures to be performed in our audit of 
the consolidated financial statem ents of Standard Stockbrokerage Co., Inc., for the year ended 
December 31, 20X4, and this report does not affect our report thereon dated February 15, 20X5. 
[A d e s c r ip t io n  o f  th e  m a t e r ia l  w e a k n e s s e s  t h a t  h a v e  c o m e  to  th e  a u d i t o r ’s  a t t e n t io n  a n d  c o r re c ­
t iv e  a c t io n .]
3 Whenever inadequacies are described, the report should modify the last sentence of the fifth 
paragraph as indicated in the note above. The report should also describe material inadequacies that 
the auditor becomes aware of that existed during the period but were corrected prior to the end of the 
period, unless management already has reported them to the SEC.
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Letter to SEC  When the Broker-Dealer Has 
N ot M ade the Required Notification
The fo llow ing  repo rt is appropria te  i f  the broker-dealer has not made the 
requ ired  no tifica tion  or i f  the a ud ito r does not agree w ith  the statem ents 
there in . M od ifica tion  o f th is  le tte r m ay be required  based on the facts and 
circum stances o f the p a rtic u la r s itua tion .
Securities and Exchange Com m ission 
W ashington D.C., and [A p p r o p ia te  
r e g io n a l  o f f ic e ]
Designated E xam in ing  A u th o r ity  
Dear Sirs:
O ur m ost recent a u d it o f the consolidated fin an c ia l statem ents o f S tandard 
Stockbrokerage Co., Inc. (The Company), was as o f December 31, 20X3, and fo r 
the year then  ended, w hich  we reported on under date o f Feb rua ry  15, 20X4. 
We have not aud ited any fin an c ia l statem ents o f the Company as o f any date 
or fo r any period subsequent to December 31, 20X3. A lthough  we are presently 
perfo rm ing  ce rta in  procedures as p a rt o f our a u d it o f the consolidated financ ia l 
statem ents o f the Com pany as o f December 31, 20X4, and fo r the year then  
ending, these procedures do not constitu te  a ll the procedures necessary in  an 
a u d it conducted in  accordance w ith  genera lly accepted a u d itin g  standards or 
a ll the procedures necessary to (1) consider the Com pany’s in te rn a l contro l as 
requ ired  by genera lly accepted a u d itin g  standards or (2) study the Com pany’s 
practices and procedures re levan t to the objectives stated in  ru le  17a-5(g) o f the 
Securities and Exchange Comm ission as required  by ru le  17a-5.
O n M a y  14, 2004, the  SEC approved P C AO B  A u d it in g  S tand a rd  No. 1, R e fe re n c e s  in  A u d i t o r s ’ 
R e p o r ts  to  th e  S t a n d a r d s  o f  th e  P u b l i c  C o m p a n y  A c c o u n t in g  O v e r s ig h t  B o a r d ,  and also issued an 
in te rp re tiv e  re lease to  he lp  w ith  its  im p le m e n ta tio n . The S EC ’s in te rp re tiv e  re lease is  designed to  
assist th e  P C AO B, re g is tra n ts , a u d ito rs  and investo rs  by, am ong o th e r th in g s , addressing ce rta in  
tra n s itio n a l im p le m e n ta tio n  issues and c la r ify in g  th e  im pa c t o f A u d it in g  S tand a rd  No. 1 on e x is tin g  
references in  the  SEC ru les  and re gu la tio ns  to  “g e ne ra lly  accepted a u d itin g  s tan da rds .” (See Release 
No. 33-8422 fo r m ore in fo rm a tio n .) The release specifies th a t e ffective M a y  24, 2004, references in  
SEC ru le s  and s ta ff gu idance and in  the  federa l securities law s to  G AAS o r to  specific s tandards 
un d e r GAAS, as th e y  re la te  to  issuers, shou ld  be understood to  m ean the  s tandards o f the  PC AO B, 
p lus any app licab le  ru le s  o f th e  SEC. R egistered pub lic  accounting  firm s  m u s t com ply w ith  the  
s tandards o f th e  P C AO B in  connection w ith  th e  p re p a ra tio n  or issuance o f any  a u d it re p o rt on the  
fin a n c ia l s ta tem ents o f an  issuer. See the  Preface o f th is  G uide fo r m ore in fo rm a tio n .
The s ta f f o f the  PC AO B pub lished  a series o f questions and answers (Q & A s) on the  P C A O B ’s 
A u d it in g  S tand a rd  No. 1 w h ich  seek to  answ er questions th a t have arisen  about th e  im p lica tio n s  o f 
A u d it in g  S tand a rd  N o . 1, ce rta in  p rov is ions o f th e  S arbanes-O xley A ct, and o th e r P C AO B ru le s  in  the  
a u d its  o f f in a n c ia l s ta tem en ts  o f non-issuers. Fo r fu r th e r  in fo rm a tio n , see the  com plete Q & A s on the  
P C A O B ’s w ebsite  a t www.pcaobus.org.
In  June 2004, the  A u d itin g  Standards B oard issued tw o in te rp re ta tion s  o f SAS No. 58, R e p o r ts  o n  
A u d i t e d  F in a n c ia l  S ta te m e n ts ,  w h ich  provide re po rtin g  guidance fo r audits o f nonissuers. In te rp re ta tio n  
No. 17, “C la rifica tion  in  the  A u d it R eport o f the  E x te n t o f Testing o f In te rn a l C ontro l O ver F inanc ia l 
R eporting  in  Accordance W ith  G enera lly Accepted A u d itin g  Standards,” addresses how  auditors m ay 
expand th e ir  independent a u d itin g  report to  exp la in  th a t th e ir  tes ting  was su ffic ie n t to  tes t the  
procedures o f in te rn a l contro l over fina nc ia l reporting , b u t no t the  effectiveness o f the  in te rn a l control. 
In te rp re ta tio n  No. 18, “Reference to  PCAOB Standards in  an A u d it Report o f a Nonissuer,” provides 
guidance on the  appropria te  re ferencing o f PCAOB standards in  a u d itin g  reports fo r those audito rs  who 
choose to fo llow  PCAOB standards when a u d itin g  nonissuers. The ASB also has undertaken a project to  
determ ine w h a t am endm ents, i f  any, should be made to SAS No. 58.
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The m anagem ent o f the Company is responsible fo r estab lish ing  and m a in ta in ­
in g  in te rn a l control. In  fu lf i l l in g  th is  respons ib ility , estim ates and judgm ents 
by m anagem ent are requ ired  to  assess the expected benefits and re la ted  costs 
o f controls. The objectives o f in te rn a l contro l are to provide m anagem ent w ith  
reasonable b u t no t absolute assurance th a t assets are safeguarded aga inst loss 
from  unauthorized  use or d isposition  and th a t transactions are executed in  
accordance w ith  m anagem ent’s au tho riza tion  and are recorded p rope rly  to 
p e rm it the p repa ra tion  o f fin an c ia l statem ents in  confo rm ity  w ith  genera lly 
accepted accounting princip les.
Because o f inh e re n t lim ita tio n s  in  in te rn a l contro l, e rro r or fraud  m ay occur 
and no t be detected. Also, p ro jection o f any eva lua tion  o f in te rn a l contro l to 
fu tu re  periods is subject to the r is k  th a t controls m ay become inadequate 
because o f changes in  conditions or th a t the effectiveness o f the design and 
operation o f controls m ay deteriora te .
The purpose o f perfo rm ing  ce rta in  procedures p rio r to  the  date o f the  fin an c ia l 
statem ents is to fa c ilita te  the expression o f an op in ion on the Com pany’s 
fin an c ia l statem ents. I t  m ust be understood th a t the procedures perform ed 
w ould  no t necessarily disclose a ll m a te ria l weaknesses in  in te rn a l control, 
in c lu d ing  contro l ac tiv itie s  fo r safeguarding securities.
However, p u rsuan t to the requirem ents o f ru le  17a-5(h)(2), we are to ca ll to the 
a tte n tio n  o f the ch ie f fin an c ia l o fficer any weaknesses th a t we believe to be 
m a te ria l and th a t were disclosed d u rin g  the course o f in te r im  w ork. We have 
made such n o tifica tion  to the ch ie f fin an c ia l o fficer o f S tandard Stockbrokerage 
Co., Inc., and we believe the  fo llow ing  add itiona l in fo rm a tion  is requ ired  
pu rsuan t to the requirem ents o f the ru le.
[ L i s t  a n d  d e s c r ib e  a l l  in s ta n c e s  w h e re  th e  in d e p e n d e n t  a u d i t o r  d i d  n o t  a g re e  
w i t h  th e  n o t i f i c a t io n  o f  th e  b r o k e r  o r  d e a le r  o r  w h e re  th e  r e q u i r e d  n o t i f i c a t io n  
w a s  n o t  m a d e . ]
Accounting F irm  
N ew  Y ork, N ew  Y o rk  
December 10, 20X4
AAG-BRD APP F
R epo rt on  In te rn a l C o n tro l R e q u ire d  b y  C FTC  R e g u la tio n  1.16 245
Appendix G 
Report on Internal Control Required b y  CFTC  
Regulation 1.16
The fo llow ing  is an illu s tra tio n  o f the independent a ud ito r’s repo rt on in te rn a l 
contro l requ ired  by C om m odity Fu tu res T rad ing  Com m ission (CFTC) Regula­
tio n  1.16.
Board o f D irectors
ABC Com m odities C orporation
In  p lann ing  and perfo rm ing  our a u d it o f the consolidated fin an c ia l statem ents 
o f ABC Com m odities C orporation  (the C orporation) fo r the year ended Decem­
ber 31, 20X4, we considered its  in te rn a l control, in c lu d ing  contro l ac tiv itie s  fo r 
safeguarding custom er and firm  assets, in  order to  determ ine our a ud itin g  
procedures fo r the purpose o f expressing our op in ion on the consolidated 
fin an c ia l statem ents and not to  provide assurance on in te rn a l control.
Also, as requ ired  by R egula tion 1.16 o f the C om m odity Fu tu res T rad ing  
Com m ission (CFTC), we have made a study o f the practices and procedures 
fo llowed by the C orporation  inc lu d ing  tests o f such practices and procedures 
th a t we considered re levan t to the objectives sta ted in  R egula tion 1.16 in  
m ak ing  the fo llow ing:
1. The periodic com putations o f m in im u m  fin an c ia l requ irem ents p u r­
suant to  R egula tion 1.17
2. The d a ily  com putations o f the segregation requirem ents o f section 
4d(2) o f the  C om m odity Exchange A ct and the  regu la tions the reun ­
der, and the segregation o f funds based on such com putations
3. The da ily  com putations o f the fo re ign  fu tu res  and fo re ign  options 
secured am ount requ irem ents pu rsuan t to R egula tion 30.7 o f the 
CFTC
The management o f the Corporation is responsible fo r establishing and m a in ta in ­
ing  in te rna l control and the practices and procedures referred to in  the preceding 
paragraph. In  fu lfillin g  th is  responsibility, estimates and judgm ents by manage­
m ent are required to assess the expected benefits and related costs o f controls and 
o f the practices and procedures referred to in  the preceding paragraph and to assess 
whether those practices and procedures can be expected to achieve the CFTC’s 
above-mentioned objectives. Two o f the objectives o f in te rna l control and the 
practices and procedures are to provide management w ith  reasonable bu t not 
absolute assurance th a t assets fo r w hich the Corporation has responsibility are 
safeguarded against loss from  unauthorized use or disposition, and th a t transac­
tions are executed in  accordance w ith  management’s authorization and recorded 
properly to perm it preparation o f financia l statements in  conform ity w ith  generally 
accepted accounting principles. Regulation 1.16 lis ts  additiona l objectives o f the 
practices and procedures listed in  the preceding paragraph.
Because o f inh e re n t lim ita tio n s  in  in te rn a l contro l o r the practices and proce­
dures re fe rre d  to  above, e rro rs  or fra u d  m ay occur and n o t be detected. A lso, 
p ro je c tio n  o f any e va lu a tio n  o f them  to  fu tu re  periods is subject to  the  r is k  
th a t th e y  m ay become inadequa te  because o f changes in  cond itions or th a t 
the  e ffectiveness o f th e ir  design and ope ra tion  m ay de te rio ra te .
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O ur consideration o f in te rn a l contro l w ould  not necessarily disclose a ll m atte rs 
in  in te rn a l contro l th a t m ig h t be m a te ria l weaknesses under standards estab­
lished by the Am erican  In s titu te  o f C e rtified  Public  Accountants. A  m a te ria l 
weakness is a cond ition  in  w h ich  the  design or operation o f one or more o f the 
specific in te rn a l contro l components does not reduce to a re la tive ly  low  level 
the r is k  th a t e rro r o r fraud  in  am ounts th a t w ould  be m a te ria l in  re la tio n  to 
the fin an c ia l statem ents being aud ited  m ay occur and not be detected w ith in  a 
tim e ly  period by employees in  the norm a l course o f perfo rm ing  th e ir  assigned 
functions. However, we noted no m atte rs  invo lv in g  in te rn a l contro l, inc lud ing  
procedures fo r safeguarding custom er and firm  assets, th a t we consider to be 
m a te ria l weaknesses as defined above.1
We understand th a t practices and procedures th a t accomplish the objectives 
re fe rred  to in  the second paragraph o f th is  report are considered by the  CFTC 
to be adequate fo r its  purposes in  accordance w ith  the C om m odity Exchange 
A ct and re la ted  regula tions, and th a t practices and procedures th a t do not 
accomplish such objectives in  a ll m a te ria l respects ind icate  a m a te ria l inade­
quacy fo r such purposes. Based on th is  unders tand ing  and on our study, we 
believe th a t the C orporation ’s practices and procedures were adequate a t 
December 31, 20X4, to m eet the CFTC ’s objectives.2
Th is repo rt is in tended solely fo r the in fo rm a tion  and use o f the Board o f 
D irectors, m anagem ent, the CFTC, and o ther regu la to ry  agencies th a t re ly  on 
R egula tion 1.16 o f the CFTC, and is no t in tended to be and should no t be used 
by anyone o the r th an  these specified parties.
A ccounting F irm  
New Y ork, N ew  Y o rk  
Feb rua ry  15, 20X5
1 If  conditions believed to be m aterial weaknesses are disclosed, the report should describe the 
weaknesses that have come to the auditor’s attention and may state that these weaknesses do not 
affect the report on the financial statements. The last sentence of the fifth paragraph of the report 
should be modified as follows:
However, we noted the following matters involving the [control environment, accounting sy s­
tem, control activities, or control activities for safeguarding customer and firm assets] and its [their] 
operation that we consider to be material w eaknesses as defined above. These conditions were 
considered in determining the nature, timing, and extent of the procedures to be performed in 
our audit of the consolidated financial statements of the Corporation for the year ended Decem­
ber 31, 20X4, and this report does not affect our report thereon dated February 15 , 20X5. [ A  d e ­
s c r ip t io n  o f  th e  m a t e r i a l  w e a k n e s s e s  t h a t  h a v e  c o m e  to  th e  a u d i t o r ’s  a t t e n t io n  a n d  c o r r e c t iv e  
a c t io n . ]
2 Whenever inadequacies are described, the report should modify the last sentence of the fifth 
paragraph as indicated in the note above. The report should also describe material inadequacies the 
auditor becomes aware of that existed during the period but were corrected prior to the end of the 
period, unless management already has reported them to the CFTC.
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Appendix H 
Representation Letter
[D a te ]
To [ In d e p e n d e n t  A u d i t o r ]
We are p rov id ing  th is  le tte r  in  connection w ith  your a u d it o f the consolidated 
sta tem ent o f fin an c ia l cond ition  and the re la ted  consolidated statem ents o f 
income, changes in  stockholders’ equ ity , changes in  lia b ilit ie s  subord inated to 
claim s o f general cred itors, and cash flows o f S tandard  StockBrokerage Co., 
Inc. and Subsid iaries (the Company) as o f December 3 1 , 20X4,1 and fo r the year 
then  ended, fo r the purpose o f expressing an opin ion as to w he ther the 
consolidated fin an c ia l statem ents present fa ir ly , in  a ll m a te ria l respects, the 
fin an c ia l position, resu lts  o f operations, and cash flows o f S tandard S tockB rok­
erage Co., Inc. and Subsid iaries in  confo rm ity  w ith  accounting p rinc ip les 
genera lly  accepted in  the U n ited  States o f Am erica. We confirm  th a t we are 
responsible fo r the fa ir  p resenta tion  in  the  consolidated fin an c ia l sta tem ent o f 
fin an c ia l position, resu lts  o f operations, and cash flows in  confo rm ity  w ith  
genera lly accepted accounting princip les.
C erta in  representations in  th is  le tte r are described as being lim ite d  to m atte rs 
th a t are m ate ria l. Item s are considered m a te ria l, regardless o f size, i f  they 
invo lve an om ission or m issta tem ent o f accounting in fo rm a tion  th a t, in  the lig h t 
o f su rround ing  circumstances, makes i t  probable th a t the jud gm e n t o f a 
reasonable person re ly in g  on the in fo rm a tion  w ou ld  be changed or influenced 
by the om ission or m isstatem ent.
We confirm , to the best o f our knowledge and belief, [as o f  (d a te  o f  a u d i t o r ’s 
r e p o r t ) , ]  the  fo llow ing  representations made to  you d u rin g  your aud it.
1. The fin an c ia l statem ents re fe rred  to above are fa ir ly  presented in  
confo rm ity  w ith  accounting p rinc ip les genera lly  accepted in  the 
U n ite d  States o f Am erica.
2. We have made availab le  to you a ll—
a . F inanc ia l records and re la ted  data.
b. M inu tes o f the meetings o f stockholders, d irectors, and com m it­
tees o f d irectors, or sum m aries o f actions o f recent m eetings fo r 
w h ich  m inutes have not ye t been prepared.
3. There have been no com m unications from  regu la to ry  agencies con­
cern ing noncompliance w ith  or deficiencies in  fin an c ia l repo rting  
practices.
4. There are no m a te ria l transactions th a t have not been properly  
recorded in  the accounting records underly ing the financia l statements.
1 Note that SA S No. 85, M a n a g e m e n t  R e p re s e n ta t io n s  (AICPA, P r o fe s s io n a l S t a n d a r d s ,  vol. 1, 
AU sec. 333), requires the auditor to obtain written representations from management for all 
financial statem ents and periods covered by the auditor’s report.
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5. We believe th a t the effects o f the uncorrected fin an c ia l sta tem ent 
m isstatem ents sum m arized in  the accompanying schedule are im ­
m a te ria l, both  in d iv id u a lly  and in  the aggregate, to  the fin an c ia l 
statem ents taken  as a whole.2
6. We acknowledge our respons ib ility  fo r the design and im p lem enta ­
tio n  o f program s and controls to prevent and detect fraud.
7. We have no knowledge o f any fraud  or suspected fraud  affecting  the 
e n tity  invo lv ing—
a. M anagem ent,
b. Employees who have s ign ifican t roles in  in te rn a l contro l, or
c. O thers where the frau d  could have a m a te ria l effect on the 
fin an c ia l statem ents.
8. We have no know ledge o f any a llegations o f fraud  or suspected fraud  
a ffecting  the e n tity  received in  com m unications from  employees, 
fo rm er employees, analysts, regula tors, short sellers, o r others.
9. The company has no p lans or in ten tions  th a t m ay m a te ria lly  affect 
the ca rry ing  value or c lassifica tion  o f assets and lia b ilitie s .
1 0 .  The fo llow ing  have been p rope rly  recorded or disclosed in  the fin a n ­
c ia l statem ents:
a. R e la ted-party  transactions, in c lu d ing  sales, purchases, loans, 
transfe rs, leasing arrangem ents, and guarantees, and amounts 
receivable from  or payable to re la ted  parties.
b. Guarantees, w he ther w ritte n  or ora l, under w hich  the company 
is con tingen tly  liab le .
c. S ign ifican t estim ates and m a te ria l concentrations know n to 
m anagem ent th a t are requ ired  to be disclosed in  accordance w ith  
the A IC P A ’s S tatem ent o f Position (SOP) 94-6, D is c lo s u r e  o f  
C e r ta in  S ig n i f i c a n t  R is k s  a n d  U n c e r ta in t ie s .  [S ig n i f i c a n t  e s t i ­
m a te s  a re  e s t im a te s  a t  th e  b a la n c e  s h e e t d a te  t h a t  c o u ld  c h a n g e  
m a t e r ia l l y  w i t h in  th e  n e x t  y e a r .  C o n c e n t r a t io n s  re fe r  to  v o lu m e s  
o f  b u s in e s s , re v e n u e s , a v a i la b le  s o u rc e s  o f  s u p p ly ,  o r  m a r k e ts  o r  
g e o g r a p h ic  a re a s  f o r  w h ic h  e v e n ts  c o u ld  o c c u r  t h a t  w o u ld  s i g n i f i ­
c a n t ly  d i s r u p t  n o r m a l  f in a n c e s  w i t h in  th e  n e x t  y e a r . ]
1 1 .  There are no—
a . V io la tions  or possible v io la tions o f laws or regu la tions whose 
effects should be considered fo r disclosure in  the fin an c ia l sta te­
m ents or as a basis fo r record ing a loss contingency.
b. U nasserted claim s or assessments th a t our law yer has advised 
us are probable o f assertion and m ust be disclosed in  accordance 
w ith  F inanc ia l Accounting Standards Board (FASB) S tatem ent 
No. 5, A c c o u n t in g  f o r  C o n t in g e n c ie s .3
2 4 8  B roke rs  and D ea le rs  in  S ecurities
2 If management believes that certain of the identified terms are not misstatem ents, manage­
ment’s belief may be acknowledged by adding to the representation, for example, “We do not agree 
that items XX and XX constitute m isstatem ents because [description of reasons here].” Also, SAS No. 
89 requires that a summary of the uncorrected m isstatem ents be included in or attached to the 
representation letter.
3 In the circumstance discussed in footnote 7 of this Statement, this representation might be 
worded as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted 
claims or assessm ents that are required to be accrued or disclosed in the financial statements 
in accordance with Financial Accounting Standards Board Statem ent No. 5, A c c o u n t in g  f o r  
C o n tin g e n c ie s , and we have not consulted a  lawyer concerning litigation, claims, or assessments.
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c. O ther lia b ilit ie s  or gain  or loss contingencies th a t are required  
to be accrued or disclosed by FASB S tatem ent No. 5.
12. The company has sa tisfactory t it le  to a ll owned assets, and there are 
no liens or encumbrances on such assets nor has any asset been 
pledged as co lla tera l.
13. The company has complied w ith  a ll aspects o f contractua l agree­
m ents th a t w ou ld  have a m a te ria l effect on the fin an c ia l statem ents 
in  the event o f noncompliance.
14. Custom ers’ deb it balances, b rokers ’ deb it balances, and other ac­
counts receivable are va lid  receivables. In  our opinion, an adequate 
reserve has been established to  cover any losses th a t m ay be incurred  
upon collection.
15. P rovis ion  has been made fo r any m a te ria l loss to be sustained in  the 
fu lf illm e n t o f or from  the in a b ility  to fu l f i l l  any purchase or sales 
com m itm ents.
16. There are no securities or investm ents no t rea d ily  m arketab le  owned 
by the Com pany or borrowed under subord ina tion  agreements except 
as disclosed in  the consolidated fin an c ia l statem ents or notes thereto  
or as follows.
I t  is understood th a t the te rm  “ securities and investm ents not read ily  
m arketab le ” sha ll include b u t no t be lim ite d  to any o f the fo llow ing:
a . Securities fo r w hich  there  is no m arke t on a securities exchange 
or independent p ub lic ly  quoted m arket.
b. Securities th a t cannot be p ub lic ly  offered or sold unless reg is tra ­
tio n  has been effected under the Securities A c t o f 1933 (or the 
conditions o f an exem ption such as R egula tion A  under Section 
3B o f such act have been complied w ith ), th a t is, res tric ted  stock.
c. Securities and investm ents th a t cannot be offered or sold be­
cause o f o ther arrangem ents, res tric tions, or conditions applica­
ble to the securities and investm ents or to  the Com pany (th a t is, 
contro l stock).
17. In  add ition , the Company a t December 31, 20X4, had—
a . Recorded a ll securities exchange m em berships on the books.
b. P roperly  recorded a ll p a rtic ip a tio n  in  jo in t  accounts carried  by 
others.
c. No m a te ria l unrecorded assets or contingent assets, such as 
claim s re la tin g  to buy-ins, u n fu lfille d  contracts, and so fo rth , 
whose value depends on the fu lf illm e n t o f conditions regarded 
as uncerta in .
d . No open contractua l com m itm ents o ther th an  those appearing 
on the memo books and records; fo r example, w hen-d is tribu ted  
and delayed de livery  contracts, und e rw riting s  and when-issued 
contracts, endorsements or puts and calls, and com m itm ents in  
fore ign currencies and spot (cash) com m odity contracts.
e. Established a reserve fo r dividends and transfer items and security 
differences th a t is adequate to cover any anticipated losses in  
connection w ith  the short securities th a t m ay have to be covered or 
claims aris ing  from  the liqu ida tion  o f long securities.
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f .  No borrow ings or cla im s uncond itiona lly  subord inated to a ll 
cla im s or general cred itors pu rsuan t to a w ritte n  agreement 
except as disclosed in  the fin an c ia l statem ents or notes thereto.
18. A ll l ia b ilit ie s  subord inated to the cla im s o f general cred itors are 
covered by sa tis factory subord ina tion  agreements under ru le  15c3-1 
and approved by [E x a m in in g  a u t h o r i t y ].
19. Note X  to the fin an c ia l s tatem ents discloses a ll o f the facts (meaning, 
s ign ifican t conditions and events and m anagem ent plans) o f w hich  
we are aware th a t are re levan t to  the Com pany’s a b ility  to  continue 
as a going concern.
20. R isks associated w ith  concentrations, based on in fo rm a tion  know n 
to m anagem ent, th a t meet a ll o f the fo llow ing  c r ite r ia  have been 
disclosed in  the fin an c ia l statem ents:
a . The concentra tion exists a t the  date o f the  fin an c ia l statem ents.
b. The concentra tion makes the enterprise vu lnerab le  to  the r is k  
o f a near-te rm  severe im pact.
c. I t  is the least reasonably possible th a t the events th a t could 
cause the severe im pact w ith  occur in  the  near te rm .
21. There are no cap ita l w ithd ra w a ls  an tic ipa ted  w ith in  the  next s ix 
m onths o ther th an  as disclosed in  the consolidated fin an c ia l sta te­
m ents or notes thereto  except as fo llows [ l i s t  a n y  s u c h  i t e m s ] .
22. There are no m a te ria l weaknesses or inadequacies a t December 31, 
20X4, or d u rin g  the period January  1, 20X4, to February  15, 20X5, 
in  in te rn a l contro l and contro l ac tiv itie s  fo r safeguarding securities, 
and the practices and procedures fo llowed in —
a . M a k in g  the period ic com putations o f aggregate indebtedness 
and net cap ita l under ru le  17a-3(a)(11) and the reserve required  
by ru le  15c3-3(e).
b. M ak ing  the q u a rte rly  securities exam inations, counts, ve rifica ­
tions and comparisons, and the reconc ilia tion  o f differences 
required  by ru le  17a-13.
c. C om plying w ith  the requ irem en t fo r p rom pt paym ent fo r secu­
r it ie s  under Federal Reserve R egula tion T  o f the  Board o f Gov­
ernors o f the Federal Reserve System.
d . O b ta in ing  and m a in ta in in g  physical possession or contro l o f a ll 
fu lly  paid and excess-margin securities o f customers as required  
by ru le  15c3-3.
e. M ak ing  period ic com putations o f the m in im u m  fin an c ia l re ­
quirem ents pu rsuan t to R egula tion 1.17 o f the C om m odity E x­
change Act.
f .  M ak ing  d a ily  com putations o f the segregation requirem ents o f 
Section 4d(2) o f the C om m odity Exchange A ct and the regu la ­
tions thereunder, and the segregation o f funds based upon such 
com putations.
23. N e t cap ita l com putations, prepared by the Company d u rin g  the 
period from  January  1, 20X4, th rough  Feb rua ry  15, 20X5, ind icated  
th a t the  Com pany was in  compliance w ith  the  requirem ents o f ru le  
15c3-1 (and applicable exchange requirem ents) a t a ll tim es d u rin g  
the  period. Reserve ca lcu lations under ru le  15c3-3 d u rin g  the period 
d id  no t reveal any deposit requ irem ents th a t were no t made on a 
tim e ly  basis.
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24. There was no com puta tion  o f segregation requirem ents under the 
C om m odity Exchange A ct th a t ind icated  an insu ffic iency in  segrega­
tion .
To the best o f our knowledge and belief, no events have occurred subsequent to 
the balance-sheet date and th rough  the date o f th is  le tte r th a t w ou ld  requ ire  
ad justm ent to or disclosure in  the aforem entioned fin an c ia l statem ents.
[N a m e  o f  C h ie f  E x e c u t iv e  O f f ic e r  a n d  T i t le ]
[N a m e  o f  C h ie f  F in a n c ia l  O f f ic e r  a n d  T i t l e ]
For pub lic ly -he ld  b roker dealers th a t include ce rtifica tions o f the C h ie f Execu­
tive  O fficer and C h ie f F inanc ia l O fficer when fi l in g  w ith  the SEC, the in d iv id u ­
als ce rtify in g  in  those capacities should also sign the representa tion  le tte r  in  
order to d irec tly  confirm  and document the com m unications to aud itors de­
scribed in  th e ir  ce rtifica tions (see paragraphs 5.88 and 5.89). O ther officers who 
provide m a te ria l representations d u rin g  the a u d it should also be considered 
fo r inc lus ion  as signers.
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Appendix I 
Agreed-Upon Procedures
[D a te ]
To the Board o f D irectors 
S tandard Stockbrokerage Co., Inc.:
We have perform ed the procedures enum erated below, w hich  were agreed to 
by the S tandard  Stockbrokerage Co., Inc. (the Company) and [N a m e  o f  g o v e r n ­
m e n t  s p o n s o re d  e n t i t y ]  (the Agency), solely to assist the specified parties in  
eva lua ting  the Com pany’s compliance w ith  Section(s) o f the Agency’s S e lling 
Group Agreem ent dated [D a te ]  (the Agreem ent), e n title d  [ T i t l e ] ,  and Section(s) 
e n title d  [ T i t l e ]  o f the Guidelines to the Agreem ent, d u rin g  the period [D e f in e  
p e r io d ]  (the Period), included in  the accompanying [ T i t l e  o f  m a n a g e m e n t  
r e p o r t ] .  M anagem ent is responsible fo r the Com pany’s compliance w ith  those 
requirem ents. Th is agreed-upon procedures engagement was conducted in  
accordance w ith  a ttes ta tion  standards established by the A m erican  In s titu te  
o f C ertified  Public Accountants. The suffic iency o f these procedures is solely 
the respons ib ility  o f those parties specified in  th is  report. Consequently, we 
m ake no representa tion  regard ing  the suffic iency o f the procedures described 
below e ithe r fo r the purpose fo r w hich  th is  report was requested or fo r any o ther 
purpose.
The procedures we have perform ed are as follows.
1. Read the Agreem ent dated [D a te ] .
2. O bta ined w ritte n  representa tion  from  m anagem ent o f the Company 
s ta ting  th a t the Company complied w ith  the provisions o f the Agree­
m ent and G uidelines fo r the [N a m e  o f  s e c u r it ie s  s e l l in g  g r o u p s ]  
d u rin g  the period [D e f in e  p e r io d ] .  Obta ined w ritte n  representa tion  
from  the m anagem ent o f the Company th a t a ll records m ain ta ined  
pu rsuan t to the Agreem ent are re ta ined  in  accordance w ith  the 
record-keeping provisions o f the Agreement.
3. Read the Company’s tra d in g  and se lling  policies and procedures 
re la ted  to the Agency S e lling  Group agreements noted above as 
fu rn ished  to us by the Company. [ I f  p o l ic ie s  a n d  p ro c e d u re s  a re  n o t  
d o c u m e n te d  i n  w r i t i n g ,  th e  a c c o u n ta n t  s h o u ld  so in d ic a te . ]
4. Based on our reading o f the above-mentioned tra d in g  and se lling  
policies and procedures, noted th a t the traders and salespeople 
invo lved in  the o ffe ring  and sale o f Agency Securities are requ ired  to 
read and be fa m ilia r  w ith  the Agreem ent and the Com pany’s w ritte n  
procedures covering the o ffe ring  and sale o f Agency Securities.
5. In qu ire d  o f the designated in d iv id ua ls  w ith in  the o rgan ization  re ­
sponsible fo r m on ito ring  compliance w ith  the Agreem ent and G uide­
lines fo r the [N a m e  o f  s e c u r it ie s  s e l l in g  g r o u p ( s ) ]  as to w he ther there 
are any w ritte n  reports prepared d u rin g  the Period re la tive  to the 
Com pany’s compliance w ith  the Agreem ent and the G uidelines fo r 
the [N a m e  o f  s e c u r it ie s  s e l l in g  g r o u p s ] .
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6. O bta ined and read the report(s) ( i f  any) noted in  step 5 above. The 
reports were dated [D a te s ] .
7. O bta ined from  the Company a lis t  o f a ll issues and the to ta l a llo tm en t 
fo r w h ich  the Company has acted as a se lling  group m em ber du rin g  
the Period (see appendix J, “Agency Issues P a rtic ip a tio n  L is tin g ,” fo r 
a l is t  o f such issues as fu rn ished  to us by representatives o f the 
Company). Company representatives have ind icated  th a t such l is t  is 
complete and accurate. Please note th a t ce rta in  agencies, fo r exam­
ple, the Federal N ationa l Mortgage Association (FN M A  or Fannie Mae) 
m ay provide the independent a ud ito r w ith  th is  lis t. W hen provided, 
th is  l is t  should be u tilize d  in  perfo rm ing  a ll re la ted  procedures.
8. Requested and obtained the D is tr ib u tio n  Reports, Bond M a rke t 
Association1 P repric ing  Reports (P repric ing  Reports), trade  ticke ts, 
and general ledger account d e ta il from  Company personnel fo r a 
sample o f issues [s ta te  n u m b e r  o f  is s u e s ] re fe rred  to in  step 7 above. 
Please note the fo llow ing:
a . A l l  o ther re levan t tra d in g  account records w ill  be requested and 
repo rt names and te rm ino logy m ay vary.
b. The Company should confer w ith  each Agency to determ ine the 
appropria te  num ber o f issues fo r selection purposes.
c. C erta in  agencies w ill  provide the independent a u d ito r w ith  
copies o f D is tr ib u tio n  Reports (fo r example, Fannie  Mae). In  
these instances, the reports and the complete lis t  o f issues 
(described in  step 7 above) received from  the Agency should be 
used to perfo rm  th is  step.
9. Perform ed the fo llow ing  procedures w ith  respect to the D is tr ib u tio n  
Reports fo r issues selected in  step 8 above.
a . Read the D is tr ib u tio n  Reports and noted signatures; Company 
representatives ind icated  th a t in d iv id ua ls  who signed the D is ­
tr ib u tio n  Reports were authorized persons pursuan t to Section 
[N u m b e r ]  o f the Agreement.
b. Compared and agreed the num ber o f transactions, am ount, and 
classifica tion  [ M u n ic ip a l  o r g a n iz a t io n ,  c o r p o r a t io n ,  a n d  so o n ]  
o f a ll sales to customers, before when-issued trad ing , and to ta l 
a llo tm en t to the P repric ing  Reports.
c. Recomputed the m athem atica l accuracy o f a ll to ta ls  on the 
D is tr ib u tio n  Reports.
10. Perform ed the fo llow ing  procedures w ith  respect to the P repric ing  
Reports fo r issues as obtained in  step 8.
a . Selected haphazard ly [N u m b e r ]  orders from  the P repric ing  Re­
ports fo r confirm ation . Please note th a t the num ber and m in i­
m um  co n firm  response ra te  shou ld  be de te rm ined  by the 
Company in  conjunction w ith  the Agency.
b. For a ll orders selected in  step a  above, sent con firm a tion  re ­
quests fo r the am ount, price, type o f order, type o f customer, 
trade date, o ther specified conditions o f the order (for example, 
l im i t  o rders) and th a t the  custom er has received a ll req u ired
1 The Bond Market Association was formerly the Public Securities Association.
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offe ring  docum entation. This procedure should be perform ed 
regardless o f w he ther the order was fille d , p a r tia lly  fille d , not 
fille d , or canceled. Please note th a t con firm a tion  resu lts  should 
be sum m arized and the  natu re  o f exceptions, i f  any, should be 
described e ithe r in  the body o f the report or in  a separate 
a ttachm ent. C onsult appendix K , “ C on firm a tion  S ta tis tics ,” fo r 
a sum m ary o f confirm ations.
c. Compared and agreed in d iv id u a l orders and am ounts to the 
re la ted  trade  ticke ts  and general ledger account deta il.
d . Read each P repric ing  R eport fo r the issues id e n tifie d  in  step 8 
above, no ting  th a t to ta l a llo tm en t and order co nd itio na lity  were 
noted on the Report.
e. For the transactions id e n tifie d  in  step a  above, read the trade 
ticke ts, no ting  th a t the sales prices were a t face value or a t prices 
offered to the pub lic  as published by the  Agency.
f . For [N u m b e r ] transactions haphazard ly selected from  the Pre­
p ric ing  Reports obta ined in  step 8 above, we obtained from  
representatives o f the Company the names o f the sales person(s) 
( in s titu tio n a l or re ta il)  who were invo lved in  the transactions, 
and obta ined docum entation as provided by the Company in d i­
ca ting  th a t such in d iv id ua ls  have received tra in in g , as defined 
in  the Agreem ent, in  Agency compliance. Such docum entation 
consists o f [D e s c r ib e ] .
11. [ F o r  p u rc h a s e s  a n d  s a le s  f r o m  o r  to  o th e r  m e m b e rs  o f  th e  A g e n c y  B o n d  
S e l l in g  G ro u p  (R e a llo w a n c e  O rd e rs ) ,  i f  a n y ,  p r i o r  to  th e  t im e  t h a t  th e  
s e c u r it ie s  a re  f re e  to  t r a d e  o n  th e  o f f e r in g  d a te ,  th e  C o m p a n y  is  
r e q u i r e d  to  re c e iv e  e x p re s s  a u t h o r i z a t io n  o r  s p e c if ic  p e r m is s io n  f r o m  
th e  A g e n c y  f o r  s u c h  p u rc h a s e s  a n d  s a le s  f r o m  th e  A g e n c y  f o r  R e a l lo w ­
a n c e  O rd e rs  f o r  s u c h  is s u e . P le a s e  n o te  t h a t  a u t h o r i z a t io n  is  n o t  
r e q u i r e d  f o r  a l l  r e a l lo w a n c e  o rd e rs .  C e r ta in  r e a l lo w a n c e  o rd e rs  a re  
p e r m i t t e d  u n d e r  th e  A g re e m e n t .  T h e  C o m p a n y  s h o u ld  r e a d  th e  A g re e ­
m e n t  a n d  c o n ta c t  th e  A g e n c y  f o r  p u rp o s e s  o f  id e n t i f y in g  s u c h  o rd e rs . ]  
Attached is a l is t  in  Appendix L, “L is t o f Reallowance Orders,” o f a ll 
reallowance orders fo r w h ich  au tho riza tion  is requ ired  as rep re ­
sented to us by the Company.
12. [F o r  a l l  o rd e rs  f o r  th e  a c c o u n t  o f  a n  a f f i l i a t e  o f  th e  C o m p a n y  o r  f o r  
a n o th e r  n o n a f f i l ia t e d  d e a le r  w h o  is  n o t  a  m e m b e r  o f  th e  A g e n c y  
S e l l in g  G ro u p  t h a t  a re  p u r c h a s in g  th e  s e c u r it ie s ,  th e  C o m p a n y  m u s t  
s p e c i f ic a l ly  a d v is e  th e  A g e n c y  o f  s u c h  o rd e rs . ]  Compared the p rinc ip a l 
am ount and trade date fo r such purchases as provided to us by 
representatives o f the Com pany from  the trade ticke ts  to the corre­
sponding data reflected in  the no tifica tion  to the Agency as provided 
by the Company, and found them  to be in  agreement.
We were not engaged to, and d id  not conduct an exam ination, the objective o f 
w hich  w ould  be the expression o f an op in ion on compliance. According ly, we do 
not express such an opinion. H ad we perform ed add itiona l procedures, o ther 
m atters m igh t have come to our a ttention  th a t would have been reported to you.
Th is report is in tended solely fo r the in fo rm a tion  and use o f S tandard  Stock­
brokerage Co., Inc. and [N a m e  o f  s p e c if ie d  g o v e r n m e n t  s p o n s o re d  e n t i t y  u s in g  
th e  r e p o r t ]  and is no t in tended to be and should no t be used by anyone o ther 
th a n  these specified parties.
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N o t e :  The agreed-upon procedures repo rt suggests ce rta in  procedures th a t 
the independent a ud ito r should perform . Please note the Company 
m ay request its  independent a ud ito r to perform  other procedures. 
Such add itiona l procedures should be perform ed to sa tis fy  o ther spe­
cific  requ irem ents o f ce rta in  governm ent agencies fo r example, the 
Federal Home Loan M ortgage C orporation, and the Company should 
consult w ith  the agencies in  de te rm in ing  such procedures.
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Appendix J
ABC C om pany  
A gency Issues P a r tic ip a t io n  L is t in g 1 
F o r th e  P e r io d ___t o ___
C U S IP
N u m b e r
T o ta l  
A l lo t m e n t2
R e p o r te d  
S a le s  P e r  
P r e - P r ic in g  
R e p o r t2
A c t u a l  
S a le s  P e r  
D i s t r i b u t io n  
R e p o r t2
O f fe r in g  
D o c u m e n ta t io n  
D e liv e r e d  to  
C u s to m e r s 1 
Y e s /N o
1 If offering documentation is not delivered, please indicate specific reasons.
2 Information should be provided for issues selected for testing.
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Appendix K
ABC  C om pany  
C o n firm a tio n  S ta tis tic s  
[M a rc h  15, 2 0 X 5 ] O ffe r in g
C o n firm a tio n s — O rd e rs 1
Tota l num ber o f orders [#] $ [A m o u n t ]
O rders confirm ed [#] $ [A m o u n t ]
C on firm ations re tu rned  w ith o u t exception [#] $ [A m o u n t ]
C onfirm ations re tu rned  w ith  exception [#] $ [A m o u n t ]
C on firm a tion  exceptions cleared [#] $[A m o u n t ]
A lte rn a tive  procedures perform ed [#] $ [A m o u n t ]
Coverage2 (based on num ber o f [%]
confirm ations m ailed)
[A p r i l  30, 2 0 X 5 ] O ffe r in g
C o n firm a tio n s — O rd e rs 1
Tota l num ber o f orders [#] $ [A m o u n t ]
Orders confirm ed [#] $ [ A m o u n t ]
C on firm ations re tu rned  w ith o u t exception [#] $ [ A m o u n t ]
C on firm ations re tu rned  w ith  exception [#] $ [A m o u n t ]
C on firm a tion  exceptions cleared [#] $[A m o u n t ]
A lte rn a tive  procedures perform ed [#] $[A m o u n t ]
Coverage2 (based on num ber o f [%]
confirm ations m ailed)
1 Orders include filled, partially filled, not filled or canceled orders.
2 If  the minimum response rate is not obtained as determined in Step 10a of the report, two 
follow-up requests, either written or oral, should be performed. Further, if  the minimum response 
rate is not obtained through follow-up requests, alternative procedures should be performed and 
described in the body of the report or in a separate attachment.
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Appendix L
ABC  C om pany  
L is t o f R ea llow ance  O rde rs  
[M a rc h  15, 2 0 X 5 ] O ffe r in g
D e s c r ip t io n  Q u a n t ity  P u rc h a s e
D a te  o f  S e c u r ity  R e -A llo w e d  A m o u n t
[A p r i l  30, 2 0 X 5 ] O ffe r in g
D e s c r ip t io n  Q u a n t ity  P u rc h a s e
D a te  o f  S e c u r ity  R e -A llo w e d  A m o u n t
S e ll
A m o u n t
S e ll
A m o u n t
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Appendix M 
Background Information, Discussion o f 
Conclusions, and Comments Received
M .1 This  appendix provides background in fo rm a tion  and discusses sig­
n ifica n t changes proposed in  the exposure d ra ft th a t preceded th is  A u d it and 
Accounting Guide (Guide), the comments received on those proposed changes, 
and the conclusions th a t the A m erican  In s titu te  o f C e rtified  Public Account­
ants (A IC PA ) Stockbrokerage and Investm ent B ank ing  C om m ittee (the Com­
m ittee ) reached on those proposed changes.
Background Information
M.2 This  Guide was developed to assist accounting p rac titione rs  and 
aud ito rs in  p reparing  and a ud itin g  the fin an c ia l statem ents o f broker-dealers. 
I t  supersedes A u d i t s  o f  B r o k e r s  a n d  D e a le r s  i n  S e c u r i t ie s ,  the Guide o rig in a lly  
issued by the A IC P A  in  1985. I t  incorporates, to the la tes t date practicable, 
accounting and fin an c ia l repo rting  requirem ents issued by the F inanc ia l Ac­
counting  Standards Board (FASB) and the A IC P A  Accounting Standards 
Executive C om m ittee (AcSEC) and a u d itin g  standards issued by the A IC P A  
A u d itin g  Standards Board (ASB).
M.3 This Guide does not address the general app lica tion  o f those stand­
ards; ra th e r, i t  focuses on special m atte rs  unique to  preparing, a ud iting , and 
rep o rting  on the fin an c ia l statem ents o f broker-dealers. AcSEC and the ASB 
found the Guide to be consistent w ith  ex is ting  standards and princ ip les cov­
ered by ru les 202, “Compliance W ith  S tandards,” and 203, “Accounting P rin c i­
ples,” o f the A IC P A  C o d e  o f  P r o fe s s io n a l C o n d u c t .
Discussion of Conclusions and Comments Received
M.4 In  August 1994, an exposure d ra ft o f a proposed A u d it and Account­
ing  Guide B r o k e r s  a n d  D e a le r s  i n  S e c u r i t ie s  was issued fo r pub lic  comment. 
S ign ifican t issues addressed by com m entators are discussed below.
Subordinated Liabilities and Stockholders' Equity
M.5 The Guide does not p e rm it rep o rting  combined subordinated l ia b il i­
ties (those q ua lify in g  as cap ita l in  com puting net cap ita l requirem ents) w ith  
stockholders’ equ ity  in  statem ents o f fin an c ia l condition, w hich  was acceptable 
under the superseded Guide, w h ile  recognizing th a t such lia b ilit ie s  q ua lify  as 
a component in  com puting broker-dealers’ ne t cap ita l requirem ents.
M.6 The C om m ittee proposed th is  change because i t  believes th a t i t  is 
m is lead ing  to l in k  those item s together under the same heading and show a 
to ta l fo r them . Such a presenta tion  im p lies th a t subordinated lia b ilit ie s  are a 
component o f stockholders’ equ ity , unencumbered by the r ig h t o f the c red ito r 
to be repaid. L ia b ilit ie s  frequen tly  have repaym ent lim ita tio n s  o f one sort or 
another, b u t nevertheless rem a in  lia b ilitie s .
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M .7 The superseded Guide ju s t if ie d  the practice o f com bin ing subord i­
nated lia b ilit ie s  and stockholders’ equ ity  on the grounds o f the unique regu la ­
to ry  aspects o f subord inated lia b ilit ie s  and because the practice had been 
w idespread, genera lly  accepted, and w e ll understood in  the indus try .
M .8 As to  the unique regu la to ry  requirem ents o f such subordinated l i ­
a b ilitie s  ( lim it in g  repaym ents th a t w ou ld  im p a ir  the m eeting  o f s ta tu to ry  net 
cap ita l requirem ents), the Com m ittee observes th a t o ther en tities  are requ ired  
to  m eet regu la to ry  cap ita l requ irem ents b u t do no t present th e ir  financ ia l 
statem ents based on such requirem ents.
M .9 In  add ition , the C om m ittee believes th a t, as business ac tiv itie s  o f 
fin an c ia l service en titie s  become more homogeneous, i t  w il l  bene fit fin an c ia l 
s ta tem ent users i f  fin an c ia l repo rting  anomalies among such en titie s  can be 
reduced or e lim ina ted .
M .10 No comments were received on th is  change, w hich  the Com m ittee 
supports.
Combined Financial Instruments
M .11 The exposure d ra ft proposed using  a combined value fo r fin an c ia l 
ins tru m e n ts  th a t are id e n tifie d  as components o f an arb itrage  tra d in g  stra tegy 
ra th e r th a n  separate ly va lu in g  each fin an c ia l in s tru m e n t. I t  proposed th a t in  
va lu ing  combined fin an c ia l ins trum ents , the  effects o f contract in te res t ra te  
differences from  cu rren t replacem ent rates and contractua l cash flow  versus 
the redem ption value o f the u nderly ing  security  should be considered.
M .12 The tra n s m itta l le tte r accompanying the exposure d ra ft asked fo r 
specific comments on the proposed accounting fo r combined fin an c ia l in s tru ­
m ents. A lthough no comment le tte r objected to the basic approach proposed, 
several d id make suggestions and raised issues th a t were considered by the 
Committee. The Committee addressed those suggestions, w hich included how to—
•  Id e n tify  fin an c ia l ins trum en ts  q ua lify in g  as components o f a combined 
fin an c ia l ins trum en t.
•  A m ortize  re la ted  revenue.
•  D eterm ine i f  m anagem ent’s in te n t is to hold a combined financ ia l 
in s tru m e n t to  m a tu r ity  is te rm ina ted.
Subsequently, new issues arose as to how to make guidance specific so th a t 
d ive rs ity  in  practice w ou ld  no t re su lt from  it .  A fte r leng thy consideration, the 
C om m ittee decided to delete th is  topic from  the Guide ra th e r th an  delay 
pub lica tion .
M.13 The C om m ittee notes th a t the s ta ff o f the Securities and Exchange 
Com m ission (SEC) D iv is ion  o f M a rke t R egula tion objects to the concept o f 
combined fin an c ia l ins trum ents . The SEC s ta ff w il l  no t accept the proposed 
va lua tion  o f a combined fin an c ia l in s tru m e n t to compute s ta tu to ry  ne t cap ita l 
(the components o f the  combined fin a n c ia l ins trum en ts  w ou ld  have to  be 
reported and va lued separately). The SEC s ta ff believes th a t the guidance 
proposed in  the exposure d ra ft is too subjective. In  add ition , the SEC presently 
in tends to issue a concepts release th a t m ig h t affect how a combined financ ia l 
in s tru m e n t could be accounted for. A lthough  the Com m ittee recognizes th a t 
item s are frequen tly  trea ted  d iffe re n tly  fo r genera lly  accepted accounting 
p rinc ip les (GAAP) and reg u la to ry  purposes, i t  w ould  like  to avoid exacerbating 
such differences.
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Delayed Delivery
M.14 Th is Guide changes how p ro p rie ta ry  transactions fo r the delayed 
de livery  o f securities (delayed de livery  trades) should be reported  in  financ ia l 
statem ents.
M . l5 Delayed de livery  o f securities occurs i f  the se ttlem ent date fo r a 
transaction  is la te r th an  the date w ou ld  have been were i t  to be settled in  the 
regu la r way.
M .16 T ransactions settled in  the regu la r w ay are settled on or before a 
date established by convention or by regula tions o f the m a rke t in  w h ich  the 
transaction  is executed. (R egular-way trades on the New Y o rk  Stock Exchange 
m ust settle  w ith in  three business days.)
M .17 The 1985 Guide required  th a t delayed-delivery trades be reflected 
in  the sta tem ent o f cond ition  on the trade  date, th a t is, accounted fo r the same 
w ay as regu la r-w ay trades. Th is Guide requires th a t delayed-delivery trades 
be reflected in  the s ta tem ent o f cond ition  on the se ttlem ent date w ith  re la ted  
gains or losses in  value between the trade and se ttlem ent dates reported in  
income.
M .18 The change was made because delayed-delivery trades are execu­
to ry  contracts th a t m ay extend fo r s ign ifican t periods o f tim e  and th a t, conse­
quently , invo lve g reater r is k  o f nonperform ance th an  regu la r-w ay trades. 
Conversely, when the previous Guide was issued, the de livery  delay fo r m ost 
transactions was shorte r th an  i t  is now. The C om m ittee notes th a t the change 
brings accounting fo r such item s in to  agreement w ith  accounting fo r fo rw ard  
transactions to w hich  delayed deliveries are s im ila r.
M .19 C om m entators objected to the change; on ly one o f them  stated a 
reason. T h a t com m entator stated th a t there is a d ive rs ity  in  practice among 
indus tries  regard ing  accounting fo r delayed-delivery transactions, p a r tic u la rly  
among banks w ith  broker-dealer subsidiaries. Th is person believes th a t the 
issue should be deliberated by the FASB so th a t due process, in c lu d ing  dete r­
m in a tio n  o f the im pact and im p lica tions o f changing the accounting, can be 
accomplished p rio r to  im p lem en ta tion  and an appropria te  effective date can be 
established. Accordingly, th is  com m entator does no t support changing the  
accounting a t th is  tim e.
M .20 The C om m ittee acknowledges th a t there  m ay be d ive rs ity  in  prac­
tice across industries . I t  realizes th a t the  accounting recommended fo r broker- 
dealers m ay be applied by analogy to s im ila r transactions in  o ther industries.
I t  believes th a t na rrow ing  d ive rs ity  fo r s im ila r transactions across indus tries  
w ould  be beneficial.
M .21 The C om m ittee notes th a t w ha tever accounting is recommended in  
the fin a l guide w ill  be Level B GAAP. The on ly w ay to com ply w ith  the 
com m entators’ recom m endation w ou ld  be to remove the guidance from  the 
Guide, thus p rom oting  ra th e r th an  na rrow ing  d ive rs ity  in  practice. The Com­
m ittee  believes th a t the accounting change has had su ffic ien t due process but, 
because i t  m ay have a w ide r effect th a n  was contemplated, w ill  a llow  a 
su ffic ien t im p lem en ta tion  period and not requ ire  the re troactive  resta tem ent 
o f financ ia l statem ents.
Other Comments
M.22 In  add ition  to comments on the issue o f combined fin a n c ia l in s tru ­
m ents, com m enta tors suggested num erous e d ito r ia l rev is ions. M ost o f those
AAG-BRD APP M
recommended th a t descrip tive item s be added, expanded, or revised. The 
C om m ittee im p lem ented suggestions th a t i t  believes enhance the  Guide w ith ­
out adding nonessentia l deta ils.
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Appendix N 
Information Sources
F u rth e r in fo rm a tion  on m atte rs  addressed in  th is  Guide is availab le  th rough  
various pub lica tions and services lis ted  in  the table  th a t fo llows. M any non­
governm ent and some governm ent pub lica tions and services invo lve  a charge 
or m em bership requirem ent.
Fax services a llow  users to fo llow  voice cues and request th a t selected 
documents be sent by fax m achine. Some fax services require  the user to ca ll 
from  the handset o f the fax machine, others a llow  the user to ca ll from  any 
phone. M ost fax services o ffer an index document, w hich  lis ts  tit le s  and other 
in fo rm a tion  describ ing availab le  documents.
E lectron ic  b u lle tin  board services a llow  users to read, copy, and exchange 
in fo rm a tion  e lectron ically. M ost are availab le  using  a modem and standard 
com m unications software. Some b u lle tin  board services are also availab le  using 
one or more In te rn e t protocols.
Recorded announcements a llow  users to lis te n  to announcements about a 
va rie ty  o f recent or scheduled actions or meetings.
A ll telephone num bers lis ted  are voice lines, unless otherw ise designated as 
fax (f) or data  (d) lines. Required modem speeds, expressed in  bauds per second 
(bps), are lis ted  fo r data  lines.
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Appendix O 
Schedule of Changes Made to 
Brokers and Dealers in Securities
As o f  May 2004
Beginning May 2001, all schedules of changes reflect only current year activity 
for improved clarity.
Reference Change
Deleted “Audits of" in all references to all applicable Guide 
titles.
Updated (and footnote 1 added) to reflect the applicabil­
ity and requirements of the Sarbanes-Oxley Act, related 
SEC regulations, and Standards of the PCAOB.
Footnote * added to alert readers about proposed Regu­
lation NMS and its potential effect on the equity market.
Revised to clarify guidance.
Revised to indicate that FASB Statement No. 149 is 
effective.
Revised to clarify guidance.
Added to clarify guidance.
Revised to indicate that FASB Statement No. 149 is 
effective.
Revised (and reference to SAB 105 added) to clarify 
guidance; Footnote * deleted as FASB Statement No. 
149 references have been incorporated into the body of 
the Guide.
Revised to clarify guidance by adding FASB Statement 
No. 149 to the list of standards amending FASB State­
ment No. 133.
Footnotes * added to alert readers that SEC granted 
temporary relief from certain provisions of the SEC Rule 
15c3-1 with respect to the anticipated impact of FASB 
Statement No. 150 on broker-dealers that are non-public 
entities; Footnote † added to alert readers about the SEC 
proposals on consolidated supervision and potential im­
pact of those rules on calculation of net capital require­
ments.
Footnote ‡ added to alert readers that the SEC proposals 
on consolidated supervision include technical and con­
forming amendments to the risk assessment rules.
Added to refer readers to footnote # to paragraph 5.85 
discussing the effect of PCAOB standards and a pro­
posed SAS on SAS 60.
General
Preface
Paragraph 1.20 
(heading)
Paragraphs 1.23 
and 1.36
Paragraph 1.57 
(footnote 1)
Paragraph 1.84
Paragraph 1.115
Paragraph 2.46 
(footnote 1)
Paragraph 2.95
Paragraph 2.103
Paragraph 3.37 
(heading)
AAG-BRD APP O
Paragraph 3.67 
(heading)
Paragraph 3.75 
(footnote #)
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Reference 
P aragraph 3.83
Paragraph 3.87
Paragraphs 3.88 
and 3.90
P aragraph 3.97 
(footnote 5)
P aragraph 3.99 
(footnote ‡‡)
P aragraph 3.125 
(heading)
Paragraph 4.01 
(footnote *)
P aragraph 4.02 
(footnote †)
P aragraph 4.04 
(footnote ‡)
Paragraphs 4.08 
and 4.11 (heading)
P aragraph 4.13 
(footnote 1)
Change
Revised to  c la r ify  guidance; Footnote * *  added to a le rt 
readers th a t p r iva te ly  held broker-dealers m ay soon be 
requ ired  to be aud ited  by a pub lic  accounting firm  
reg istered w ith  the PCAOB.
Revised to m ake consistent w ith  SEC Rule 17a-5 (f)(3) 
and to c la rify  guidance; Footnote †† added to a le rt readers 
th a t the scope o f services provisions o f Sarbanes-Oxley 
extend to aud ito rs  o f p r iv a te ly  held  broker-dealers, 
except fo r the a ud ito r ro ta tion  rules.
Revised to c la r ify  guidance and make consistent w ith  
SEC Rule 17a-5 (f)(4).
Revised to c la r ify  guidance by a le rtin g  readers th a t the 
SEC proposals on consolidated supervision w ould  ad just 
the a u d it requ irem ents fo r over-the-counter deriva tive  
dealers.
Added to  re fe r readers to footnote * to paragraph 4.01 
discussing FASB S tatem ent No. 150, its  im pact on 
broker-dealers’ fin an c ia l statem ents, and the re la ted  
SEC tem porary  re lie f from  certa in  provisions o f the SEC 
Rule 15c3-1 w ith  respect to the antic ipa ted  im pact o f 
FASB S tatem ent No. 150 on broker-dealers th a t are 
non-public entities.
Footnote | | | |  added to re fe r readers to the footnote 
d iscussing  th a t the  SEC proposals on consolidated 
supervision w ou ld  ad just the a u d it requ irem ents fo r 
over-the-counter de riva tive  dealers.
Added to  a le rt readers about FASB S tatem ent No. 150, 
its  im pact on broker-dealers’ fin an c ia l statem ents, and 
the re la ted  SEC tem pora ry  re lie f from  certa in  provisions 
o f the SEC Rule 15c3-1 w ith  respect to the antic ipa ted  
im pact o f FASB S tatem ent No. 150 on broker-dealers 
th a t are non-public entities.
A dded  to  a le r t readers th a t  th e  scope o f services 
provisions o f Sarbanes-Oxley extend to aud ito rs o f p r i­
v a te ly  he ld  b ro ke r-dea le rs , except fo r the  a u d ito r  
ro ta tio n  rules.
Added to re fe r readers to footnote 5 to paragraph 3.97 
d iscussing th a t the  SEC proposals on consolidated 
supervision w ou ld  ad just the a u d it requ irem ents fo r 
over-the-counter deriva tive  dealers.
Footnotes | |  added to re fe r readers to footnote * to 
paragraph 4.01 discussing FASB S tatem ent No. 150, its  
im pact on broker-dealers’ fin an c ia l statem ents, and the 
re la ted  SEC tem porary  re lie f from  certa in  provisions o f 
the SEC Rule 15c3-1 w ith  respect to the an tic ipa ted  
im pact o f FASB S tatem ent No. 150 on broker-dealers 
th a t are non-public entities.
Revised to c la r ify  guidance by upda ting  the sta tus o f 
FASB pro ject on consolidation policy.
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Reference 
Paragraph 4.16 
(heading)
Paragraph 4.22 
(footnote 2) 
Paragraph 4.75
P aragraph 4.76
Renumbered 
paragraph 4.77 
(heading)
Renumbered 
paragraph 4.79 
(E xh ib its  4-3 
th rough  4-9)
Renumbered 
paragraph 4.79 
(E xh ib its  4-3 and 
4-5)
Renumbered 
paragraph 4.79 
(E xh ib it 4-7)
Renumbered 
paragraph 4.79 
(E xh ib it 4-8)
Footnote # added to re fe r readers footnote * to para­
graph 3.37 discussing SEC tem porary  re lie f from  certa in  
provisions o f the SEC Rule 15c3-1 w ith  respect to the 
a n tic ipa te d  im p ac t o f FASB S ta tem ent No. 150 on 
broker-dealers th a t are non-public entities.
Added to c la r ify  guidance by de fin ing  an ABC agree­
m ent; Subsequent footnotes renum bered.
Revised to  c la r ify  guidance; Footnote * deleted as FASB 
S tatem ent No. 149 references have been incorporated 
in to  the body o f the Guide.
Added to c la r ify  guidance by a le rtin g  readers th a t free­
stand ing  w ritte n  p u t options and certa in  o ther contracts 
are w ith in  the scope o f the disclosure provisions o f FASB 
In te r p r e ta t io n  N o. 45 ; S u b s e q u e n t p a ra g ra p h s  
renum bered.
Redesignated footnote †† revised to a le rt readers about 
the issuance o f SOP 03-4 and its  im pact on broker- 
dealers and to delete FASB S tatem ent No. 149 and 
FASB In te rp re ta tio n  No. 45 re la ted  in fo rm a tion .
Revised I llu s tra tiv e  F inanc ia l Statem ents and Sched­
ules and th e ir  associated footnotes fo r FASB S tatem ent 
No. 149 and FASB In te rp re ta tio n  No. 45.
Footnotes * added to re fe r readers to  footnote * to 
paragraph 4.01 discussing FASB S tatem ent No. 150, its  
im pact on broker-dealers’ fin an c ia l statem ents, and the 
re la ted  SEC tem porary  re lie f from  certa in  provisions o f 
the SEC Rule 15c3-1 w ith  respect to the antic ipa ted  
im pact o f FASB S tatem ent No. 150 on broker-dealers 
th a t  are non -p ub lic  e n tit ie s ; Subsequent footnotes 
redesignated.
Revised to c la r ify  guidance by adding a lin e  item  to the 
sta tem ent o f cash flows requ ired  by FASB S tatem ent 
No. 149; Added footnote t  discussing th is  requ irem ent; 
Subsequent footnotes fu rth e r  redesignated.
N o te  1 1 : R evised  so th a t  i t  m eets th e  d isc losure  
requ irem en ts  o f FASB S ta tem en t No. 132 (revised 
2003); R enum bered  foo tno te  6 rev ised  due to  the  
issuance o f FASB S tatem ent No. 132 (revised 2003); 
Footnote t  added to Note 11 o f E x h ib it 8  due to the 
issuance o f FSP 106-1 and 106-2; N o te  1 2 : Revised to 
c la r ify  guidance; Renum bered footnote ‡ revised to 
incorporate  guidance provided in  footnote 3 o f E IT F  02-3 
and to  re fe r to  D IG  6; Renumbered footnote | |  revised 
to ind icate  th a t FASB S tatem ent No. 149 amended 
FASB S tatem ent No. 126; N o te  1 3 : Revised to c la r ify  
guidance by in d ica tin g  th a t re n t expense is inc luded in  
the Occupancy expense on the income sta tem ent; N o te  
1 4 : R evised to  c la r ify  gu idance  by re f le c t in g  the  
repo rting  requirem ents o f FASB In te rp re ta tio n  No. 45;
( c o n t in u e d )
Change
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Reference
Renumbered 
paragraph 4.79 
(E x h ib it 4-8)
Renumbered 
paragraph 4.79 
(E x h ib it 4-9)
C hapter 5 (tit le )  
(footnote *)
P aragraph 5.03 
(heading)
P aragraph 5.49 
(heading)
P aragraph 5.60 
(heading)
P aragraph 5.77 
(heading)
P aragraph 5.81
P aragraph 5.85 
(footnote #)
Paragraphs 5.88 
and 5.89
Change
N o te  1 5 : Footnote # added to  heading “N e t C ap ita l 
R equirem ents” to  re fe r readers to footnote * in  para ­
graph 3.37 discussing the SEC tem porary  re lie f from  
ce rta in  provisions o f the SEC Rule 15c3-1 w ith  respect 
to the  an tic ipa ted  im pact o f FASB S tatem ent No. 150 on 
broker-dealers th a t are non-public en tities ; Subsequent 
footnotes fu rth e r redesignated.
S c h e d u le  1 : Footnote * rev ised to  re fe r readers to 
foo tno te  * to  p a ra g ra p h  3.37 d iscuss ing  th e  SEC 
tem pora ry  re lie f from  certa in  provisions o f the SEC Rule 
15c3-1 w ith  respect to  the antic ipa ted  im pact o f FASB 
S tatem ent No. 150 on broker-dealers th a t are non-public 
entities.
Added to  a le rt readers about a u d it in g  in fo rm a tio n  
re la ted  to the PCAOB.
Footnote t  added to re fe r readers to footnote | |  to 
paragraph 5.60 discussing A u d itin g  S tandard No. 2 and 
a proposed a u d it in g  s ta n d a rd  e n tit le d  C o n fo r m in g  
A m e n d m e n ts  to  P C A O B  I n t e r im  S ta n d a r d s  R e s u l t in g  
f r o m  th e  A d o p t io n  o f  P C A O B  A u d i t i n g  S t a n d a r d  N o .  2 .
Footnote ‡ added to  a le rt readers th a t PCAOB issued 
A u d itin g  S tandard No. 2, A n  A u d i t  o f  I n t e r n a l  C o n t r o l  
O v e r  F in a n c i a l  R e p o r t in g  P e r fo r m e d  i n  C o n ju n c t io n  
W ith  a n  A u d i t  o f  F in a n c ia l  S ta te m e n ts ,  and the poten­
t ia l im pact o f th is  standard  on aud ito rs ’ responsib ilities 
w ith  respect to  controls specifica lly in tended to prevent 
or detect fraud  th a t is reasonably lik e ly  to re su lt in  
m a te ria l m issta tem ent o f the fin an c ia l statem ents.
Footnote | |  added to a le rt readers th a t PCAOB issued 
A u d itin g  S tandard No. 2, A n  A u d i t  o f  I n t e r n a l  C o n t r o l  
O v e r  F in a n c i a l  R e p o r t in g  P e r fo r m e d  i n  C o n ju n c t io n  
W ith  a n  A u d i t  o f  F in a n c ia l  S ta te m e n ts ,  and a proposed 
a u d itin g  standard e n title d  C o n fo r m in g  A m e n d m e n ts  to  
P C A O B  I n t e r im  S ta n d a r d s  R e s u l t in g  f r o m  th e  A d o p t io n  
o f  P C A O B  A u d i t i n g  S t a n d a r d  N o .  2 .
Revised to c la r ify  guidance.
Revised to c la r ify  guidance; Footnote * deleted as SAS 
No. 101 reference has been incorporated in to  the body o f 
the Guide.
Added to  a le rt readers about the  e ffect o f PCAOB 
standards and a proposed SAS on SAS 60.
Added to  c la r ify  guidance by a le rtin g  readers about 
add itiona l m anagem ent disclosures and ce rtifica tions 
th a t are requ ired  to be made by the Sarbanes-Oxley Act; 
Subsequent paragraphs renum bered.
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Reference
Renumbered 
paragraphs 5.95, 
5.101, and 5.110 
(headings)
Renumbered 
paragraph 5.138
Renumbered 
paragraph 5.146 
(footnote 4) 
Renumbered 
paragraph 5.154 
(heading)
Renumbered 
paragraph 5.155 
(footnote 5) 
Renumbered 
paragraph 5.155 
(footnote * ) 
Renumbered 
paragraph 5.155 
(footnote †)
Renumbered 
paragraph 5.156 
(Appendix A) 
C hapter 6 (tit le )  
(footnote *)
Paragraphs 6.63, 
6.64, 6.65, 6.66, 
6.67, 6.68, and 
footnote †
P aragraph 7.02 
(heading)
P aragraph 7.21
(footnote *)
Paragraph 7.36
Change
Footnotes * * , | | , and ‡‡ added to re fe r readers to 
footnote | |  to paragraph 5.60 discussing PCAOB A u d it­
ing  S tandard No. 2 and a re la ted  proposed a ud itin g  
standard  e n title d  C o n fo r m in g  A m e n d m e n ts  to  P C A O B  
I n t e r i m  S t a n d a r d s  R e s u l t in g  f r o m  th e  A d o p t io n  o f  
P C A O B  A u d i t i n g  S t a n d a r d  N o .  2 ;  H eading to paragraph 
5.101 renam ed to be tte r re flec t subject m atte r.
Revised to c la r ify  guidance by adding a b r ie f discussion 
o f SAS No. 101.
Revised to  c la r ify  guidance by inco rp o ra ting  FASB 
S tatem ent No. 149 am endments o f FASB S tatem ent No. 
133 in to  the discussion.
Footnote | | | |  added to re fe r readers to a footnote * to 
paragraph 3.37 discussing the SEC tem porary  re lie f 
from  certa in  provisions o f the SEC Rule 15c3-1 w ith  
respect to the antic ipa ted  im pact o f FASB S tatem ent 
No. 150 on broker-dealers th a t are non-public entities.
Revised to re flect the issuance o f SAS No. 101.
Added to re flec t the issuance o f FASB S tatem ent No. 132 
(revised 2003).
Added to re flect the issuance o f an am endm ent o f a u d it­
ing  in te rp re ta tio n  re la ted  to ta x  accruals.
P a r t  2 - B: Revised to c la r ify  guidance by adding more 
examples to Im prope r Revenue R ecognition and Key 
Estim ates.
Added to re fe r readers to footnote | |  to paragraph 5.60 
discussing PCAOB A u d itin g  S tandard  No. 2 and a 
re la ted  proposed a u d itin g  standard  e n title d  C o n fo r m in g  
A m e n d m e n ts  to  P C A O B  I n t e r im  S ta n d a r d s  R e s u l t in g  
f r o m  th e  A d o p t io n  o f  P C A O B  A u d i t i n g  S t a n d a r d  N o .  2. 
Added to provide in fo rm a tion  on SEC requirem ents fo r 
m anagem ent’s repo rt on in te rn a l contro l over financ ia l 
reporting .
Footnote * added to a le rt readers about FASB fa ir  value 
m easurem ent pro ject and its  po te n tia l effect on the 
accounting guidance provided in  th is  Guide; Footnote 1 
revised to incorporate guidance provided in  footnote 3 o f 
E IT F  02-3 and to re fe r to D IG  6; Footnote * deleted as 
F A S B  S ta te m e n t N o. 149 re fe re n ce s  have  been 
incorporated in to  the body o f the Guide.
Deleted since FASB S tatem ent No. 149 is effective.
Revised to c la r ify  guidance and m ake consistent w ith  
FASB S tatem ent No 149; Footnote * *  deleted.
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Paragraph 7.37 
(redesignated 
footnote ‡)
P aragraph 7.39 
and redesignated 
footnote | |
Paragraph 7.40
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P aragraph 7.41
Appendix A  
(footnote *)
Appendix E 
(footnote 1)
A ppendix F 
(footnote *)
Appendix H
Change
Revised to c la r ify  guidance by upda ting  the sta tus o f the 
FASB pro ject on consolidation policy.
Revised due to the issuance o f FASB In te rp re ta tio n  
No.46 (revised December 2003).
Revised (and added reference to SAB 105) to c la rify  
guidance; Footnote * *  deleted as FASB S tatem ent No. 
149 references have been incorporated in to  the body o f 
the Guide.
Revised to  c la r ify  guidance by de le ting  l is t  o f statem ents 
am ending FASB S tatem ent No. 133, as they are lis ted  
in  the preceding paragraph.
Added due to the issuance o f PCAOB Standard  No. 1, 
R e fe re n c e s  i n  A u d i t o r s ’ R e p o r ts  to  th e  S ta n d a r d s  o f  th e  
P u b l i c  C o m p a n y  A c c o u n t in g  O v e r s ig h t  B o a r d ,  th e  
re la ted  SEC in te rp re tive  release, and AS B ’s proposed 
in te rp re ta tio ns  o f SAS No. 58.
Added to c la r ify  guidance by in d ic a tin g  th a t o ther 
fo rm ats o f the le tte r  m ay be acceptable depending on the 
type o f the exem ption filed.
Added due to the issuance o f PCAOB Standard  No. 1, 
R e fe re n c e s  i n  A u d i t o r s ’ R e p o r ts  to  th e  S ta n d a r d s  o f  th e  
P u b l i c  C o m p a n y  A c c o u n t in g  O v e r s ig h t  B o a r d ,  and the 
re la ted  SEC in te rp re tive  release.
Revised (2 sentences added a fte r the Representation 
L e tte r) to  c la r ify  guidance. A le rts  readers about the 
affect o f ce rtifica tion  requirem ents o f the Sarbanes- 
Oxley A c t on the m anagem ent representa tion  le tte r.
B roke rs  and D ea le rs  in  S ecurities
AAG-BRD APP O
Glossary
G lossa ry 277
A ccount executive. See r e g is te re d  re p re s e n ta t iv e .
A ctive  box. A  position  on the stock record (stree t side) in d ica tin g  securities 
under the contro l o f the broker-dealer th a t are n o rm a lly  availab le  fo r the 
broker-dealer’s general use.
A dequate ly co lla te ra lized . Indebtedness fo r w h ich  the difference between 
the am ount o f the indebtedness and the m a rke t va lue o f the  co lla te ra l is 
su ffic ien t to m ake the loan acceptable as a fu lly  secured loan to  banks th a t 
re g u la rly  m ake comparable loans to broker-dealers in  the com m unity.
ADR. A bbrev ia tion  fo r A m erican D epository Receipt, a ce rtifica te  issued by a 
U.S. bank th a t serves as evidence o f ow nership o f o rig in a l fo re ign  shares. 
These certifica tes are transfe rab le  and can be traded. The o rig in a l fore ign 
stock certifica tes are deposited w ith  a fo re ign  branch or fo re ign  correspon­
dent bank o f the  issu ing  U.S. bank.
Agency transactions. Transactions in  fin a n c ia l in s tru m e n ts  th a t b roker- 
dealers execute on beha lf o f customers.
Aggregate indebtedness. The to ta l o f ce rta in  lia b ilit ie s  o f a b roker-dealer 
th a t are set fo rth  in  SEC ru le  15c3-1. The ru le  states th a t a broker-dealer 
sha ll no t p e rm it its  aggregate indebtedness to exceed a specified percent­
age o f its  net cap ita l as defined in  the ru le .
A llie d  m em ber. A n y general pa rtne r, qua lified  vo ting  stockholder, or officer 
who is deemed to be a contro l person o f a m em ber o rgan ization  and who is 
no t h im se lf or he rse lf a m em ber o f a stock exchange.
AMEX. Popular name fo r the A m erican  Stock Exchange.
A rb itra ge . The act o f buy ing  a security  in  one m arke t and s im ultaneously 
se lling  i t  in  another in  order to  p ro fit from  price discrepancies. Also, buy ing  
a security  subject to exchange, conversion, or reorgan ization  and se lling  
the security  or securities to  be received upon com pletion o f the  exchange, 
conversion, or reorganization.
Ask. The lowest price a se ller is w illin g  to accept fo r a security  a t a p a rticu la r 
tim e.
Back o ffice . The operations area o f a brokerage office, conta in ing  the book­
keeping, m arg in , purchase and sales (P&S), cashier’s, and d iv idend  depart­
ments.
Bad d e live ry . A  de live ry  o f securities th a t does not fu l f i l l  the  requirem ents fo r 
delivery.
Balance o rder. The net balance ins truc tions , issued by a c learing  organiza­
tion , to receive or de liver securities based on a n e ttin g  o f a ll trades in  a 
given security  se ttlin g  on the date o f ne tting . The ins truc tions  give a ll the 
in fo rm a tion  needed by the m em ber firm  to clear its  transactions on a g iven 
se ttlem ent date.
Basis p o in t. A  m easurem ent o f changes in  price or y ie lds fo r fixed-incom e 
securities. One basis po in t equals .01, or ten cents per $1,000 per annum .
Best e ffo rts . Refers to an agreement by an u n d e rw rite r to buy from  the issu ing  
corporation on ly those securities i t  is able to sell to  the public.
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B id . The price a buyer is w illin g  to pay fo r a security  a t a p a rtic u la r tim e.
B ig  Board. Popu lar name fo r the New Y o rk  Stock Exchange.
B lock  tra d in g . The acqu is ition  or d isposition  o f large quan titie s  (ten thousand 
shares or m ore) or blocks o f stock by a broker-dealer in  order to  fa c ilita te  
the execution o f buy and sell orders o f customers, usua lly  in s titu tio n s . 
O ften, a broker-dealer absorbs a po rtion  o f the order fo r its  own account 
and risk .
B lo tte r. A  record o f o rig in a l en try. A  book or in d iv id u a l u n it  used as a record 
o f o rig in a l e n try  to record transactions as they occur. I t  covers purchases, 
sales, cash receipts and disbursem ents, and securities received and de liv ­
ered.
Blue lis t. D a ily  pub lica tion , e ithe r or both  p r in t and electronic, lis t in g  p rim a r­
i ly  m un ic ipa l bonds offered fo r sale.
Books closed. The cu to ff tim e  th a t determ ines the  stockholders o f record fo r 
a prescribed period. A n y  entries a ffecting  the reg is tra tion  or ownership o f 
securities fo r d iv idend d isbursem ents or proxy purposes m ust be made 
before th is  tim e.
Borrow ed. The act o f borrow ing  a security  fo r delivery. The equ iva len t value 
in  money is usua lly  deposited w ith  the lender.
Box. A  te rm  used fo r a “ short” position  in  the stock record representing  
securities under the contro l o f or in  the possession o f the broker-dealer. I t  
ind icates a place where securities are kept, such as a va u lt, file  cabinet, 
and so fo rth . A  box is also ide n tifie d  as a safekeeping box, segregation box, 
nam e-of box, active box, and so fo rth .
Box count. A n  actua l count o f securities e ithe r in  connection w ith  an a u d it or 
w ith  periodic checking.
Box spread. A  com bination o f long calls and short puts (iden tica l w ith  respect 
to  the  und e rly in g  security  issue, num ber o f shares, exercise price, and 
exp ira tion  date) coupled w ith  long puts and short calls (iden tica l w ith  
respect to the unde rly in g  security  issue, num ber o f shares, exercise price, 
and e xp ira tion  date). In  boxing (coupling), the long calls and short puts 
w ith  the long puts and short calls, the u nde rly ing  security  issue, the 
num ber o f shares, and the exp ira tion  date rem ain  identica l. However, the 
exercise price o f each com bination is a t a d iffe ren t am ount.
B reak. The te rm  applied to th a t position  in  the stock record to  designate an 
out-of-balance position  between the stock record long and short positions.
B ro ke r loans. M oney borrowed by broker-dealers from  banks.
B ro ke r’s tra n s fe r account. A n  account kep t by the tran s fe r c le rk  o f a broker- 
dealer g iv ing  deta ils  o f securities trans fe rred  fo r the account o f o ther 
broker-dealers. The need fo r the account arises when de livery  is made by 
tran s fe r as directed (TA D ) instead o f by de livery o f the actua l certificates.
B u lk  segregation. Securities (usua lly  co ns titu ting  excess co lla te ra l in  m arg in  
accounts) th a t are filed  in  a lphabetica l order in  special boxes in  the va u lt 
b u t th a t are not specifica lly id e n tifie d  by owner. The securities are usua lly  
in  the name o f the broker-dealer, who m a in ta ins  co lla te ra l records th a t 
ind icate  the owners.
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Buy in . The procedure fo llowed by a broker-dealer desiring  to settle  a buy 
contract th a t is past due. The broker-dealer m ay file  a notice term ed a buy 
in  w ith  a stock exchange or the N a tio na l Association o f Security  Dealers, 
as appropriate . A  copy o f the notice is also served on the broker-dealer from  
whom  the securities were to be received. I f  the securities are no t delivered, 
the stock or bond m ay be bought in  fo r cash fo r the account o f the 
broker-dealer from  whom  the securities are to be received. The difference 
in  price between the buy in  and the contract price is adjusted by check from  
one broker-dealer to another.
B uy ing  pow er. The equ ity  rem a in ing  in  a m arg in  account a fte r p rov id ing  fo r 
the m a rg in ing  o f ex is ting  securities in  the account in  accordance w ith  
federa l and house m arg in  requirem ents.
Cage. The te rm  given to the area o f the b roker’s or dealer’s office where the 
cashier, stock clerks, loan clerks, tran s fe r clerks, b lo tte r clerks, and others 
have, as a p a rt o f th e ir  duties, respons ib ility  fo r rece iv ing and de live ring  
securities.
C all (m arg in). A  request, usua lly  in  w ritin g , fo r a m arg in  custom er to p u t up 
add itiona l co lla te ra l (cash or securities).
C all loan. A  loan th a t has no de fin ite  m a tu r ity  or ra te  o f in te rest. The loan 
m ay be e ithe r called by the lender or paid o ff by the borrow er a t any tim e.
C all op tion . A  contract th a t en titles  the ho lder to buy (call), e n tire ly  a t h is  or 
her option, a specified num ber o f u nde rly ing  u n its  o f a p a rtic u la r security  
a t a specified price a t any tim e  u n t il the stated exp ira tion  date o f the 
contract. (Th is is an A m erican-sty le  option; a European-style option is 
exercisable on ly a t a specific date.) Such an option (w hich is always fo r a 
transferab le , round -lo t am ount) is bought w ith  the expectation th a t the 
price w ill  rise above the contract price. I f  the price rises as antic ipa ted, the 
purchaser w ill  exercise the option; i f  i t  does not, he or she w ill  le t the option 
expire and w ill  lose on ly the cost o f the option. There is both  a lis ted  and 
over-the-counter m a rke t in  options. (D u rin g  the existence o f an OTC 
option, the exercise price and num ber o f u nde rly ing  u n its  are adjusted on 
the expiration date for cash dividends, rights, and stock dividends or splits.)
C arry. The cost o f financ ing  (borrow ing to buy) a position  in  fin an c ia l in s tru ­
m ents. Positive ca rry  is a cond ition  th a t arises i f  the cost o f financ ing  (the 
short-te rm  ra te  o f in te rest) is less than  the cu rren t re tu rn  o f the in s tru ­
m ent. Negative ca rry  is a cond ition  th a t arises i f  the cost o f financ ing  is 
above the cu rren t re tu rn  o f the ins trum en t.
Cash account. The account o f a custom er o f a b roker-dealer who purchases 
and sells securities s tr ic tly  on a cash basis. No cred it m arg in  is allowed.
Cash sale. A  sale w ith  the same trade  and se ttlem ent dates. The se lling  
broker-dealer m ust be able to m ake de livery  o f the security  sold on the 
trade date. The custom er who is se lling  usua lly  receives a discounted price 
on the sale fo r th is  special service.
Cash transaction . A  transaction  th a t is expected to clear w ith in  the tim e  
prescribed by Federal Reserve R egula tion T o f the Board o f Governors o f 
the Federal Reserve System.
C ashier’s departm ent. A  d iv is ion  o f the operations departm ent o f a broker- 
dealer th a t handles the  securities and money th a t are received or delivered 
by the broker-dealer (see ca g e ).
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CBOE. A bbrev ia tion  fo r Chicago Board O ptions Exchange, a na tiona l securi­
ties exchange based in  Chicago th a t provides a continuous m arke t fo r 
tra d in g  in  p u t and ca ll options. V arious o ther exchanges (such as the 
Am erican, Pacific, and P h ilade lph ia) also provide such m arkets.
CFTC. Abbrevia tion for Commodity Futures Trad ing  Commission, an agency 
established by Congress to regulate U.S. commodity futures m arkets and 
futures commission merchants. Among other th ings, th is  agency establishes 
rules governing the m in im um financial, reporting, and aud it requirem ents o f 
its  members. Its  function is s im ila r to th a t performed by the SEC in  regula ting 
broker-dealers in  securities and various securities markets.
F ire  w a ll. A n intangib le  ba rrie r between the trad ing  side o f a broker-dealer and 
the corporate finance and research side th a t prevents broker-dealers from  
tak ing  advantage o f the corporate finance departm ent’s inside inform ation.
C hurn ing . The process o f excessive purchases and sales in  custom ers’ ac­
counts fo r the purpose o f generating  commissions.
C leanup ca ll. A n  option held by the servicer or its  a ffilia te , w h ich  m ay be the 
transfe ro r, to  purchase the  rem a in ing  trans fe rred  fin an c ia l assets, or the 
rem a in ing  benefic ia l in te rests no t held by the transfe ro r, its  a ffilia tes , or 
its  agents, in  a q u a lify in g  special-purpose e n tity  (SPE) (or in  a series o f 
benefic ia l in te rests  in  trans fe rred  assets w ith in  a q ua lify in g  SPE), i f  the 
am ount o f ou ts tand ing  assets or benefic ia l in terests fa lls  to  a level a t w hich  
the cost o f servic ing those assets or benefic ia l in te rests  becomes burden­
some in  re la tio n  to the benefits o f servicing.
Clearance. The act o f c lea ring  securities between buyers and sellers; rece ip t 
or de live ry  o f securities against paym ent.
C lea ring  b ro ke r. U sua lly , a b roker-dealer who clears the transaction  o f an­
other b roker-dealer (see c o r re s p o n d e n t).
Clearinghouse. The cen tra l location fo r m atch ing  com m odity transactions o f 
members.
C lea ring  m em ber. A  broker-dealer e n title d  to use the services o f the c learing  
organization.
C lea ring  num ber. A  num ber assigned to a mem ber by a c learing  organ ization  
in  o rder to id e n tify  th a t c learing  member.
C lea ring  o rgan iza tion . The centra l location fo r m atch ing  the security  tra n s ­
actions o f members (see also c le a r in g h o u s e ) .
C om m odity ho ldou t. C om m odity transactions on the b roker’s or dealer’s re ­
cords th a t are no t reported  on the clearinghouse sheets.
C om m odity spreading. Im p lies  open purchase (long) and sale (short) con­
trac ts  in  the same com m odity or in  d iffe ren t commodities.
C om parison. A  fo rm a l notice th a t deta ils the te rm s o f the contract between 
broker-dealers th a t are parties to nonexchange trades. I f  the deta ils  o f the 
trade are correct, the comparison is stamped (acknowledged) and re tu rned; 
i f  they are incorrect, the  broker-dealer ind icates the differences and re­
tu rn s  the comparison (see D K ) .
Com pliance departm ent. The departm ent o f a b roker-dealer th a t enforces 
adherence to policies established by the broker-dealer, p lus a ll ru les and 
regula tions prom ulgated by the various regu la to ry  agencies.
C on firm a tion . A  notice th a t sets fo rth  the  te rm s o f a contract between a 
broker-dealer and its  custom er fo r the purchase or sale o f securities. Details
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shown on a con firm a tion  are the trade date, se ttlem ent date, num ber o f 
shares or pa r value o f bonds, security  descrip tion, contract price, commis­
sion, account num ber and type o f account, and custom er’s name and 
address, as w e ll as any other in fo rm a tion  required.
C on trac t d iffe rence . The difference between the  contract and the  m a rke t 
values o f commodities.
C on trac t sheet. A  lis t in g  o f compared and uncompared transactions sent to 
each m em ber f irm  by a stock-clearing corporation.
C on tro l stock. Securities o f an issuer th a t are owned by an a ffilia te  o f th a t 
issuer. A n  a ffilia te  o f th a t issuer is a person who, d ire c tly  o r in d ire c tly  
th ro ug h  one or more in te rm ed ia ries , controls or is contro lled  by or is under 
common contro l w ith  the issuer. C ontro l is lik e ly  to  be found i f  the person 
is a d irector, o fficer, or owner o f a re la tive ly  large num ber o f the issu ing  
company’s vo ting  securities. However, the notion  o f contro l is a fac tua l 
m a tte r th a t is determ ined on a case-by-case basis.
C orrespondent. One o f the parties to  an agreem ent between two broker-deal­
ers who perform  services fo r each other, such as the execution and the 
clearance o f trades or the  m aintenance o f custom er accounts.
Cover va lue. The am ount necessary to buy-in  a short security  position  a t the 
cu rren t m a rke t value.
CRD. (A bbrev ia tion  fo r C en tra lized  R eg is tra tion  Depository, a com puterized 
f i l in g  and data processing system, operated by the N a tio na l Association o f 
Securities Dealers, th a t m a in ta ins  reg is tra tion  in fo rm a tion  regard ing  
broker-dealers and th e ir  reg istered personnel.
C re d it departm ent. See m a r g in  d e p a r tm e n t .
C u rre n t m a rke t va lue. As used in  connection w ith  m arg in  trad ing , genera lly 
the closing price o f a security  as o f the preceding business day.
CUSIP num ber. A  means o f u n ifo rm ly  describ ing and id e n tify in g  a ll stocks 
and reg istered bonds in  num eric fo rm  developed by the Com m ittee on 
U n ifo rm  Security  Id e n tifica tio n  Procedure.
DAP. A bbrev ia tion  fo r de livery against paym ent. A lso re fe rred  to  as COD (cash 
on de livery), POD (paym ent on delivery), and D VP (de live ry versus pay­
m ent).
Day loan. A  loan made fo r on ly one day, genera lly  on an unsecured basis, fo r 
the convenience o f the broker-dealer.
D e fin itiv e  ce rtifica tes . A ctua l and perm anent certifica tes o f bonds or stock 
g iven in  exchange fo r tem pora ry  receipts. These tem pora ry  receipts are 
usua lly  issued a t the  tim e  o f a new offering, before the  engraved certifica tes 
are available.
D e la y e d  d e liv e ry . A  transaction  invo lv in g  defe rra l o f the se ttlem ent date 
(w h ich  is n o rm a lly  th ree  business days fo r securities and one business day 
fo r options) to some po in t fu rth e r  in  the fu tu re  as agreed on by both buyer 
and se ller (see s e l le r ’s o p t io n ) .
D irected  sale. Sale by the m anager o f a syndicate to a custom er, usua lly  an 
in s titu tio n , o f a syndicate member.
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D iscre tion a ry  account. A n  account over w h ich  a broker-dealer or some other 
person has been g iven a u th o rity  by the custom er to  m ake decisions (inc lud ­
ing  the k in d  o f securities to buy or sell, as w e ll as the date and prices to be 
paid or received) concerning purchases and sales o f securities. The discre­
tio n  m ay be complete or lim ite d .
D is trib u tio n . The sale o f a large block o f securities to the inves ting  public.
D iv ided  lia b ility . L ia b ility  in  a syndicate or u n d e rw ritin g  th a t is fixed  or 
de fin ite  in  the am ount o f shares or p rin c ip a l va lue fo r each p a rtic ip a n t (see 
u n d iv id e d  l i a b i l i t y ) .
D iv id en d  departm ent. A  d iv is io n  o f the  ope ra tions d ep a rtm en t th a t is 
charged w ith  the collection o f d ividends and the cred iting  o f these d iv i­
dends to  the accounts o f customers.
DK. A bbrev ia tion  fo r don’t  know , an expression used by a broker-dealer to 
ind icate  th a t a transaction  another b roker-dealer is a tte m p ting  to confirm  
or compare is unknow n or is questioned (m eaning th a t i t  is a questioned 
trade or a QT). W hen m u tu a l understand ing  is reached, the transaction  is 
p roperly  compared or canceled.
DTC. A bbrev ia tion  fo r D epository T ru s t Company, a depository fo r e lig ib le  
securities th a t fac ilita tes  clearance between m em ber organizations and 
banks w ith o u t the necessity o f rece iv ing or de live ring  actua l certificates.
Due b ill.  A  document, used to  ad just security  transactions, passed between 
broker-dealers s ta ting  th a t d ividends, r ig h ts  to  subscribe, stock dividends, 
and so fo rth , are the p roperty  o f the ho lder o f the  due b ill.
DVP. A bbrev ia tion  fo r de livery  versus paym ent.
E q u ity . The net w o rth  in  an account carried  by a broker-dealer, computed by 
sub trac ting  the to ta l o f the short security  values and the deb it balance from  
the to ta l o f the long security  values and the c red it balance. I f  the re su lt is 
a ne t c red it, the  account is said to liqu id a te  to  an equity.
E q u ity  securities. Term  applied to common and p re ferred  stocks.
E q u ity  statem ents (runs). Statem ents show ing deta ils  o f an account w ith  
security  va luations.
Exchange ticke ts . The ticke ts  in  a c learing  corporation fo rm a t, prepared by a 
broker-dealer fo r each transaction  made on an exchange. These ticke ts  l is t  
a ll p e rtin e n t deta ils  o f the trade and are sent, along w ith  a d a ily  sum m ary 
lis tin g , to  the c learing  corporation fo r comparison and confirm ation .
Ex-clearinghouse. Transactions th a t are not settled th rough  the  c learing­
house.
E x-d iv idend. Synonym fo r w ith o u t d ividend. The buyer o f a stock se lling  
ex-d ividend does not receive the recently  declared d iv idend. Open buy and 
sell stop orders and sell stop l im it  orders in  a stock on the ex-d ividend date 
are o rd in a rily  reduced by the value o f the p a rtic u la r d iv idend. In  the case 
o f open stop l im it  orders to sell, both  the stop price and the  l im it  price are 
reduced. Every d iv idend  is payable on a fixed date to a ll shareholders 
recorded on the books o f the d isburs ing  company as o f a previous date o f 
record. For example, a d iv idend m ay be declared as payable to  holders o f 
record on th e  books o f the  d isb u rs in g  com pany on a g iven  F rid a y . Since
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th ree  business days are a llowed fo r de live ring  the security  v ia  regular-w ay 
de livery  in  transactions on a stock exchange, the exchange w ou ld  declare 
the stock ex-d ividend as o f the opening o f the m a rke t on the preceding 
W ednesday. Th is  means th a t anyone buy ing  the stock on and a fte r 
Wednesday w ou ld  no t be e n title d  to the d ividend.
E xecution  re p o rt. A  con firm a tion  notice o f the com pletion o f a trade  th a t is 
sent from  the floo r o f an exchange (fo r lis ted  securities) or tra d in g  desk (for 
over-the-counter securities) back to the p o in t o f o rig in  o f the  order.
Exem pt securities. Securities exempted from  re g is tra tio n  under the Securi­
ties Exchange A ct o f 1934, ra th e r th a n  by action o f the  Securities and 
Exchange Com m ission. Such securities include U.S. governm ent and 
agency securities, and m un ic ipa l bonds.
E x-righ ts . Same p rinc ip le  as ex-dividend. The buyer o f stock se lling  ex-righ ts 
is no t e n title d  to the r ig h ts  d is tribu tio n .
Extension. Perm ission to extend c red it beyond the tim e  prescribed by Federal 
Reserve R egula tion T  o f the Board o f Governors o f the Federal Reserve 
System.
E x-w arran ts. On occasion, stocks or bonds have w a rran ts  attached e n tit lin g  
the ho lder to subscribe to add itiona l shares w ith in  specified periods o f tim e  
and a t specified prices. I f  these w arran ts  are detached, the security  is 
traded  ex-w arrants.
F a il-to -de live r. Securities th a t the se lling  broker-dealer has not delivered to 
the purchasing broker-dealer a t the se ttlem ent date.
Fail-to -rece ive . Securities th a t the purchasing broker-dealer has not received 
from  the se lling  broker-dealer a t the se ttlem ent date.
Fails. Uncom pleted security  transactions between tw o broker-dealers (see 
f a i l - t o - d e l iv e r ;  f a i l - to - r e c e iv e ) .
F in a n c ia l consu ltan t. See re g is te re d  re p re s e n ta t iv e .
F irm  account. A n  account consisting o f securities in  w h ich  the broker-dealer 
has taken  a position  fo r investm ent purposes, is m ak ing  a m a rke t (p r in c i­
pal wholesaler), o r has an in te res t w ith  another p a rty  ( jo in t account).
F irm  com m itm ent. The agreement o f an u n d e rw rite r to buy the  en tire  issue 
o f a security  from  the issu ing  corporation a t a specified price.
F irm  p rice . The price a t w hich  a security  can be bought o r sold in  the over- 
the-counter m arke t fo r such period o f tim e  as the seller m ay specify.
F la t. A  m ethod o f tra d in g  in  ce rta in  k inds  o f bonds. U sua lly  used in  tra d in g  
income bonds th a t do not pay in te res t unless i t  has been earned and 
declared payable, or in  bonds on w hich  the issuer has defaulted in  the 
paym ent o f in te rest. W hen bonds are traded “f la t,” the se lle r is not e n title d  
to the in te res t th a t has accum ulated since the date o f the la s t in te res t 
paym ent. The se lle r o f a bond th a t is traded f la t m ust de live r the bond w ith  
a ll unpa id  coupons attached or a due b il l  a u tho riz ing  the buyer to collect 
any paym ents o f in te res t th a t m ay be made by the issuer in  the fu tu re .
F la t statem ent. A  sta tem ent w ith  no money or security  balance.
F loor. Popular name fo r the area where securities are bought or sold a t an 
exchange.
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F lo o r b ro ke r. M em ber o f exchange who executes transactions on the floor o f 
an exchange fo r the account o f h is  or he r own o rgan ization  or fo r the account 
o f o ther m em ber organizations.
F loo r brokerage. The commission charged by one broker-dealer to  another fo r 
executions o f transactions a t exchanges.
F loo r c le rk . A n employee o f a b roker-dealer who m a in ta ins  a lia ison  between 
the order room and the floo r broker.
F loo r re p o rt. A  repo rt o f an executed trade  g iven to the floo r c le rk  by the floor 
b roker and conta in ing  the num ber o f shares, the price, and the id e n tity  o f 
the o ther b roker on the trade.
FOCUS re p o rt. Acronym  fo r F inanc ia l and O perationa l Combined U n ifo rm  
Single report. The u n ifo rm  regu la to ry  report (Form  X-17A-5) filed  p e ri­
od ica lly  by a ll broker-dealers pu rsuan t to ru le  17a-5 o f the Securities and 
Exchange Commission.
F orw a rd  m arke t. Reference made to nonexchange tra d in g  o f comm odities 
and securities fo r se ttlem ent a t a fu tu re  date. Contracts o f th is  na tu re  are 
designed by both  the buyer and se ller as to the de livery  tim e, the am ount, 
and so on.
Free securities. Securities th a t are fu lly  paid  for.
Free sh ipm ent. Shipm ents o f securities, usua lly  to out-of-tow n broker-deal­
ers, w ith o u t a d ra ft attached, in  order to avoid paym ent o f collection 
charges.
F u lly  disclosed basis. S itu a tio n  in  w hich  a nonclearing b roker introduces a 
custom er to a c learing  b roker and the custom er’s name and s ta tem ent are 
carried  by, and disclosed to, th a t c learing  broker.
F u lly  pa id  accounts. Custom er accounts in  w hich  the contract price to p u r­
chase securities has been paid. These securities should be locked up in  the 
segregation or safekeeping box.
F u n g ib ility . S im ila r securities th a t are interchangeable, such as Governm ent 
N a tio na l M ortgage Association securities transactions th a t are in te r ­
changeable as to in te re s t ra te  and pool and are traded and settled a t an 
equ iva len t y ie ld  basis.
F utures con tract. A n  exchange-traded contract fo r the purchase or sale o f 
comm odities a t some tim e  in  the fu tu re .
G ive-up. Type o f order th a t is g iven by a custom er to a m em ber f irm  on whose 
books the custom er does not have an account.
GNMA. A bbrev ia tion  fo r G overnm ent N a tio na l M ortgage Association. G N M A  
m odified pass-through certifica tes are bought and sold on a cu rren t or 
delayed settlem ent-date basis.
Good d e live ry . C erta in  basic qua lifica tions th a t m ust be m et before a security 
sold m ay be delivered. The security  m ust be in  proper fo rm  to comply w ith  
the contract o f sale and to tran s fe r t it le  by de live ry  to the purchaser.
G ood-fa ith  deposit. Deposit to  guarantee perform ance, usua lly  w ith  respect 
to new issues o f securities.
G roup account. A  syndicate or jo in t  account.
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GTC. A bbrev ia tion  fo r good t i l l  canceled. Also called an open order. I f  th is  te rm  
appears on an order to buy or sell a security, i t  means th a t the order is to 
rem a in  in  effect u n t i l  i t  is e ithe r executed or canceled.
H a ircu t. Deductions from  the net cap ita l o f ce rta in  specified percentages o f 
the m a rke t va lue o f securities and com m odity fu tu res contracts th a t are 
long and short in  the cap ita l and p ro p rie ta ry  accounts o f a broker-dealer 
and in  the  accounts o f partners. These deductions are solely fo r the purpose 
o f com puting net cap ita l and are not entered on the books.
H a lf tu rn . A  transaction  invo lv in g  the purchase or sale as e ithe r an opening 
or closing transaction  o f a com m odity fu tu res contract (see r o u n d  t u r n ) .
H o lde r o f record . The p a rty  lis ted  as the owner on the tran s fe r records o f a 
corporation.
H o lde r’s file . A  subs id ia ry  file  (punched cards, discs, or tapes) in  account 
sequence show ing securities owned or carried  in  such accounts.
House account. A n account used by a broker-dealer to  m a in ta in  a tra d in g  or 
investm en t position  in  a security fo r its e lf or its  officers or partners. Also, 
a name given to  a custom er’s account to w h ich  no reg istered representa tive  
has been assigned.
House ru les. Rules prom ulgated by the broker-dealer. U sua lly  refers to the 
m aintenance m arg in  requ ired  by the broker-dealer over and above the 
requirem ents o f regu la to ry  bodies.
H ypotheca tion  agreem ent. A n  agreement signed by a custom er th a t perm its  
h is o r her b roker to use securities in  the custom er’s m arg in  account as 
co lla te ra l fo r loans made to the broker.
In -box sheet. A  sheet th a t includes a l is t  o f item s going in to  the box.
In-house. W ith in  the b roker’s or dealer’s firm .
In it ia l m arg in . The am ount o f money or its  equ iva len t, specified by the Board 
o f Governors o f the Federal Reserve System, th a t a custom er m ust deposit 
w ith  h is  or he r b roker when the custom er buys a security  on m argin .
In te re s t trades. These transactions, as defined, invo lve (1) a purchase o f 
Governm ent N a tio na l M ortgage Association (G N M A ) securities fo r cu rren t 
settlem ent; (2) a delayed se ttlem ent sale o f these securities or the posses­
sion o f a long standby; and (3) a financ ing  o f the long G N M A  position  by a 
sale under an agreement to repurchase on or before the fu tu re  de livery 
date.
In te rn a tio n a l a rb itrage . Same as arb itrage , except the m arkets are in  d iffe r­
en t countries.
Investm ent banker. One who underw rites  securities on an in it ia l  or secon­
dary  basis. Th is  type o f u n d e rw ritin g  often involves p riva te  placem ents fo r 
w h ich  the  investm ent banker m ay act as both  a b roker and a dealer.
J o in t account. A n account in  w h ich  tw o or more persons have an in te rest.
Legal lis t. A  lis t  o f securities in  w hich  insurance companies, banks, and 
fiduc ia ries  are pe rm itted  by law  to invest.
Legal tran s fe r. A  stock ce rtifica te  hav ing  an assignm ent executed by an 
executor, adm in is tra to r, trustee , guard ian, and so fo rth , and re q u irin g  
ce rta in  legal documents ind ica tin g  the a u th o r ity  o f the p a rty  s ign ing  the 
securities.
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L e tte r  o f  c re d it . A n  u nqua lified  com m itm ent issued by banks or tru s t compa­
nies to pay a specified sum o f money im m ed ia te ly  upon demand a t any tim e  
p rio r to  the exp ira tion  o f the le tte r o f cred it. M ost com m only used by 
broker-dealers to sa tis fy  m arg in  requirem ents a t the O ptions C learing  
C orporation or com m odity-c learing organizations or in  stock-borrowed 
transactions.
L im it  o rd e r. A lso called a lim ite d  order or lim ite d  price order, an order to buy 
or se ll a security  a t a price specified by the custom er or a t a b e tte r price, i f  
such a price can be obtained.
L is te d  s e c u rity . A  security  th a t is traded  on an exchange.
L oa n  consent. A n  agreem ent signed by a custom er th a t perm its  the broker- 
dealer to lend securities owned by the custom er to  o ther broker-dealers.
Loaned . The act o f lend ing  a security, usua lly  fo r de live ry  aga inst a short sale. 
The equ iva len t va lue in  m oney is usua lly  deposited by the borrower. This 
te rm  is the opposite o f b o r ro w e d .
Loa ne t. A n  independently  owned and operated on-line rea l-tim e  accounting 
service used by brokers and in s titu tio n s  in  support o f th e ir  domestic and 
in te rn a tio n a l securities borrow ing  and lend ing  activ ities . The system 
provides in terfaces to the Depository T ru s t Com pany fo r both  rece ip t and 
de livery  o f securities, in c lu d ing  m a rke t values o f the  securities, and to  
c lien ts ’ in te rn a l recordkeeping systems or outside accounting services. In  
add ition , Loanet also provides da ily  contract comparison fo r a ll subscribers 
engaged in  the borrow ing  and lend ing  o f securities and po rtfo lio  a va ila b il­
i ty  o f m ost m ajor lend ing  ins titu tio n s .
L o a n  va lue . The value a t w h ich  a security  is accepted fo r m arg in . T h is  value 
is usua lly  less than , o r a t a d iscount from , the cu rren t m arke t value.
L o ck -u p . The act o f p lacing securities in  safekeeping or segregation.
L ong . Denotes ownership, or the  r ig h t to  possession, o f securities.
L o n g  a nd  s h o rt re c o rd . See s to c k  re c o rd .
L o n g  se c u ritie s  d iffe ren ce s . The excess o f securities positions accounted fo r 
over the broker-dealer’s long positions on the stock record. W hen recorded 
in  a difference account, the excess w ou ld  be recorded long on the  stock 
record (see s h o r t  s e c u r it ie s  d i f fe re n c e s ) .
M a in te n a n ce  m a rg in . The am ount o f equ ity  requ ired  to  be m a in ta ined  in  a 
m arg in  account in  accordance w ith  exchange regula tions or house rules.
M a rg in . The equ ity  in  an account. The requirem ents fo r the am ount o f m arg in  
va ry  between in it ia l m a rg in  and m aintenance m arg in  and also according 
to the type o f co lla te ra l used in  com puting  the equity.
M a rg in  ca ll. A  request fo r add itiona l m arg in .
M a rg in  d e p a rtm e n t. A  d iv is ion  o f the operations departm ent. I ts  functions 
include keeping an up-to-date record o f each custom er’s purchases and 
sales o f securities, ca re fu lly  m on ito ring  extensions o f c red it to  customers, 
and the segregation o f fu lly  paid fo r or excess-margin securities.
M a rg in  tra n s a c tio n . A  transaction  in  w h ich  the broker-dealer advances cred it 
to the custom er fo r a p o rtion  o f the  purchase price.
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M a rke t m aker. A  broker-dealer th a t stands ready to  buy or sell a p a rticu la r 
security  in  the over-the-counter m arke t a t prices the broker-dealer has 
quoted. Also, an options tra d e r on the  floo r o f a reg istered exchange who 
stands ready to buy or sell a p a rtic u la r option.
M a rke t p rice . U sua lly  means the  la s t reported price a t w h ich  a security  has 
been sold.
M a rk  to  m arke t. Term  used to describe the process o f va lu ing  (m a rke t va lue 
or fa ir  va lue) security  positions, w hich  is recognized as the genera lly 
accepted accounting p rinc ip le  fo r purposes o f de te rm in ing  p ro fit or loss on 
security  positions in  p ro p rie ta ry  tra d in g  and investm ent accounts. The 
te rm  also is applied to  open contracts between broker-dealers and clearing  
corporations fo r de te rm in ing  the adjustm ents to be made fo r funds owed 
or receivable as a re su lt o f ad jus ting  those contracts to cu rren t values.
M a rk  up. The difference between w ha t a broker-dealer has paid  fo r a security 
and the price a t w h ich  i t  offers the security  to  another person.
M aster file . A  file  th a t contains the o ffic ia l account num bers and descriptions 
o f securities and custom ers’ names and addresses.
M a tr ix  p ric in g . A  m athem atica l technique used to value norm a l in s titu tio n a l-  
size tra d in g  u n its  o f debt securities w ith o u t re ly in g  exclusively on quoted 
prices o f the specific security. Factors such as the issue’s coupon or stated 
in te res t ra te , m a tu r ity , and ra tin g  and quoted prices o f s im ila r issues are 
considered in  developing the issue’s cu rren t m a rke t y ie ld .
M axim um  loan value. The percentage o f the purchase price o f a security  th a t 
a b roker-dealer m ay lend to a custom er who is buy ing  a security  on m arg in .
M em ber co rpo ra tion . A  broker-dealer th a t is organized as a corporation and 
th a t has a t least one d irector-ho lder o f vo ting  stock who is a m em ber o f an 
organized stock exchange.
M em ber firm . A  broker-dealer th a t is organized as a partne rsh ip  and th a t has 
a t least one general p a rtne r who is a m em ber o f an organized stock 
exchange.
M ixed  account. A n  account con ta in ing  both  long and short securities.
M u n ic ip a l S ecurities R ulem aking  B oard  (MSRB). A gency es tab lished  by 
Congress to estab lish ru les fo r broker-dealers e ffecting transactions in  
obligations of, o r guaranteed by, state or local governm ents or any agency 
or in s tru m e n ta lity  thereof.
Nam e-of securities. Securities reg istered in  the name o f customers o f the 
broker-dealer (see s a fe k e e p in g ) .
NASD. A bbrev ia tion  fo r N a tio na l Association o f Securities Dealers, Inc. A n  
association o f broker-dealers who do business in  the  over-the-counter 
m arket. The association supervises and regulates the tra d in g  conduct and 
sales practices o f its  members.
NASDAQ. A bbrev ia tion  fo r N a tio na l Association o f Securities Dealers A u to ­
m ated Q uotation  System. A n  electronic quo ta tion  system fo r the over-the- 
counter m arket.
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N et ca p ita l. N et w o rth  o f a broker-dealer, less ce rta in  item s such as exchange 
m em berships, the ca rry ing  value o f securities th a t are not rea d ily  m a rke t­
able, ha ircu ts  on m arketab le  securities in  p ro p rie ta ry  accounts, fu rn itu re  
and equipm ent, and o ther il liq u id  assets, as defined in  the net cap ita l ru les.
New issue. A  security  th a t is sold by an issu ing  corporation fo r the f ir s t  tim e. 
I t  m ay be re ferred  to as an in it ia l pub lic  offering.
N o-action le tte r. A  le tte r  issued to a b roker-dealer by the s ta ff o f the  Securi­
ties and Exchange Com m ission (SEC) in  response to a request filed  by the 
broker-dealer describ ing a proposed business a c tiv ity  th a t m ay or m ay not 
conform  to SEC ru les and regula tions. In  a no-action le tte r, the  SEC s ta ff 
ind icates th a t, based on the facts presented by the broker-dealer, the SEC 
s ta ff w il l  recommend no action be taken  aga inst the broker-dealer fo r 
engaging in  the proposed a c tiv ity . A  no-action le tte r  does not have the force 
o f law ; however, i t  represents an in te rp re ta tio n  o f the SEC s ta ff th a t m ay 
be applied in  a s itu a tio n  where the b roker-dealer is engaging in  an a c tiv ity  
not addressed by ex is ting  SEC ru les and regula tions.
NSCC. A bbrev ia tion  fo r N a tio na l Securities C learing  C orporation, an inde­
pendent o rgan ization  established by the  New Y o rk  and A m erican Stock 
Exchanges and the N a tio na l Association o f Securities Dealers as an equally  
owned subsid ia ry to provide trade processing, clearance, de livery, and 
se ttlem ent services to  its  members. I t  deals w ith  brokers, dealers, and 
banks in  the U n ite d  States and Canada.
NYSE. A bbrev ia tion  fo r N ew  Y o rk  Stock Exchange, a n o t-fo r-p ro fit corporation 
th a t is the  la rgest securities exchange in  the  U n ite d  States. T h is  self-regu­
la to ry  o rgan ization  also fu rn ishes fa c ilitie s  fo r its  members, a llied  mem ­
bers, m em ber firm s , and m em ber corporations to a id  them  in  conducting 
securities business.
Odd lo t. A  q u a n tity  o f securities th a t is less th an  the tra d in g  u n it  or round lot, 
usua lly  a q u a n tity  less th a n  an even one hundred shares.
O ff-board. Used to describe transactions in  lis ted  securities th a t are not 
executed on a stock exchange.
O ffer. The lowest price a t w hich  a se lle r is w illin g  to sell a security.
O m nibus account. A n  open account carried and cleared by another broker- 
dealer and conta in ing  accounts o f undisclosed customers on a com m ingled 
basis th a t are carried  in d iv id u a lly  on the books o f the broker-dealer 
in troduc ing  the trade.
O perations departm ent. The name associated w ith  the overa ll c lerica l func­
tions o f a broker-dealer. Sometimes referred  to as the back office.
O p tio n  c o n v e rs io n  a c c o u n ts . Accounts consisting o f long options and short 
options positions and a re la ted  unde rly in g  securities position  (see c o n v e r ­
s io n ;  re v e rs a l c o n v e rs io n ) .
O p tion a l com m itm ent. A  ca ll exercisable a t a fu tu re  date. A  long optiona l 
com m itm ent is an option to purchase Governm ent N a tio na l M ortgage 
Association securities; a short optiona l com m itm ent is an option to sell.
O p tion a l com m itm ent fee. The am ount received or paid  fo r the sale or p u r­
chase o f an optiona l com m itm ent.
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O ptiona l d iv idend . A  d iv idend th a t is payable in  e ithe r stock or cash a t the 
option  o f the ho lder o f record.
O rde r departm ent. A  d iv is ion  o f the operations departm ent th a t receives 
custom ers’ orders and tran sm its  them  e ithe r to the floo r o f a stock exchange 
or to the tra d in g  departm ent fo r execution. The order departm ent also 
receives notices o f executed trades and tra n sm its  such notices to the 
purchases and sales departm ent and to the registered representatives.
O rder room . A nothe r name fo r the order departm ent.
OTC. A bbrev ia tion  fo r over the counter. A  m a rke t fo r securities made up o f 
broker-dealers th a t m ay or m ay not be members o f a securities exchange. 
Thousands o f companies have in su ffic ien t shares outstanding, stockhold­
ers, o r earnings to w a rra n t app lica tion  fo r lis t in g  on a stock exchange. 
Securities o f these and o ther companies are traded  in  the OTC m arke t 
between broker-dealers th a t act as e ithe r p rinc ipa ls  or brokers fo r custom ­
ers. The OTC m arke t is the p rin c ip a l m a rke t fo r U .S.-governm ent and 
corporate bonds and m un ic ipa l securities.
O ut-of-box sheet. A  sheet lis t in g  securities removed from  the box.
O verde live ry. D e live ring  a greate r am ount o f securities th an  called for, the 
surp lus am ount being re tu rned  by tra n s fe rr in g  i t  to  the name o f the 
de live ring  broker-dealer. A n  overde livery can also occur i f  excess securities 
are delivered in  error.
O ver the  w indow . The d irect de livery  o f securities between tw o brokerage 
concerns, ra th e r th a n  by use o f the clearinghouse fac ilitie s . D e live ry  is 
made by hand to  the receive w indow  o f the b roker and is said to be “over 
the w indow .”
P a ir o ff. This  can occur i f  tw o broker-dealers owe each o ther the same num ber 
o f shares o f the same security. Instead o f ac tua lly  rece iving the security 
and de live ring  i t  back again, they  w ill  “p a ir  o f f " the transaction  by g iv ing  
or rece iv ing a check fo r the difference in  price or exchanging checks fo r the 
fu ll am ount o f each side o f the transaction.
Papers. A  te rm  sometimes g iven to p u t and ca ll options.
Payable date. The date on w hich  a d iv idend is payable to holders o f record as 
o f some previous date.
P in k  sheets. A  lis tin g  o f over-the-counter securities published on p in k  paper 
by the  N a tio na l Q uotation  Bureau. I t  shows the broker-dealers m ak ing  a 
m a rke t in  the securities shown and sometimes reflects the m ost recent b id  
and ask prices fo r the securities lis ted . A lthough  p in k  paper is used fo r 
stock quotations, the d e fin itio n  also applies to the lis ting s  o f bond quota­
tions and so fo rth , w h ich  are p rin te d  on papers o f a d iffe ren t color.
P o in t. I f  used in  connection w ith  the  purchase or sale o f stocks, po in t means 
a rise or decline o f $1 per share. I f  used in  connection w ith  the purchase or 
sale o f bonds, i t  means a rise or decline o f $10 per $1,000 p rin c ip a l am ount.
P o in t balance ru n . A  lis t in g  o f each comm odities fu tu res contract by m onth  
o f contract on w h ich  the  extended contract va lue and m arke t va lue are 
ind ica ted  together w ith  the re su ltin g  gain  or loss.
P osition . This te rm  is used in  re fe rrin g  to the securities “ long” or “short” in  an 
account or in  the stock record.
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Post. A  designated place on an exchange floor where specific securities m ust 
be traded.
P riva te  placem ent. The d irect sale o f a b lock o f securities, e ithe r a new issue 
or a secondary issue, to  a single investo r or a group o f investors. Th is is 
usua lly  accomplished th rough  an investm ent banker.
P ro p rie ta ry  transactions. Transactions in  fin an c ia l ins trum en ts  th a t bro­
ker-dealers execute fo r th e ir  own account.
P roxy departm ent. A  d iv is ion  o f the operations departm ent th a t helps corpo­
ra tions comm unicate w ith  th e ir  stockholders in  cases in  w hich  stock 
certifica tes are in  street name.
Purchase and sales departm ent. A  d iv is ion  o f the operations departm ent 
th a t is concerned w ith  the p repa ra tion  o f custom ers’ confirm ations o f 
security  transactions and the comparison o f such transactions w ith  o ther 
brokerage concerns.
P u t op tion . A  contract th a t en titles  the holder to sell (put), e n tire ly  a t h is or 
her option, a specified num ber o f u nde rly ing  u n its  o f a p a rtic u la r security 
a t a specified price anytim e u n til the stated exp ira tion  date o f the contract. 
(This is an A m erican-sty le  option; a European-style option is exercisable 
only a t a specific date.) Such an option, w hich  is always fo r a round-lo t 
am ount and w hich  is transferable , is bought w ith  the expectation o f a price 
decline below the contract price. I f  the price decline occurs, the purchaser 
w ill  exercise or sell the option. I f  the decline does not occur, he or she w ill  
le t the option expire and w ill  lose on ly the cost o f the option. There are both 
lis ted  and over-the-counter (OTC) m arkets in  options. D u rin g  the existence 
o f an OTC option, the exercise price and num ber o f u nde rly ing  u n its  are 
adjusted on the ex-date fo r cash dividends, r igh ts , and stock dividends or 
sp lits.
Puts and calls. Options to sell (pu t) or buy (call) securities w ith in  a specified 
period o f tim e  a t specified prices (see p u t  o p t io n ;  c a l l  o p t io n ;  s t r a d d le ) .
Quote. The price o f a security. I t  m ay be the price o f the las t sale made on an 
exchange or the cu rren t b id  and ask price.
R eceive-and-deliver departm ent. A  d iv is ion  o f the operations departm ent 
responsible fo r the physical receipts and de livery  o f incom ing and outgoing 
securities. Often, i t  is also responsible fo r the da ily  ba lancing o f cash 
entries made by the various operations departm ents.
R ecord date. The date on w h ich  the stockholder’s name m ust be reg istered on 
the books o f a company in  order to receive a declared d iv idend or among 
other th ings to vote on company a ffa irs.
R egistered owner. The owner o f a security, whose name is recorded on the 
face o f the certifica te  and on the books o f the issu ing  corporation or its  
agent.
R egistered rep resen ta tive . Salesperson (often re ferred  to as an account ex­
ecutive) o f the broker-dealer. Salespeople are registered w ith  the CRD (see 
C R D ) .
R egistered tra d e r. In d iv id u a ls  or en tities  who have obtained approval to 
trade fo r th e ir  own account on the floo r o f a na tiona l securities exchange. 
Such in d iv id ua ls  or en titie s  have ce rta in  obligations w ith  regard to the 
s tab iliza tion  o f the m a rke t in  securities fo r w hich  they are registered. They 
also have less s tr ing en t fin an c ia l responsib ilities and repo rting  requ ire ­
m ents th an  do fu ll-serv ice  broker-dealers.
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R eg is tra r. U sua lly  a tru s t company or bank charged w ith  the respons ib ility  
o f p reven ting  the issuance o f more stock th an  th a t authorized by the 
issu ing  company.
R egular w ay de live ry . Unless otherw ise specified, the de livery o f securities 
(o ther th a n  those o f the U.S. governm ent) to  the buy ing  broker-dealer by 
the  se lling  broker-dealer, w ith  paym ents received on the th ird  business 
day a fte r the transaction . The regu la r-w ay de livery day fo r governm ent 
bonds is the business day fo llow ing  the transaction.
R egu la tion  G. The Federal Reserve Board regu la tion  governing the  am ount 
o f c red it th a t persons other th an  banks or broker-dealers m ay extend to 
investors who borrow  money to buy securities on m argin .
Regulation. T. The Federal Reserve Board regu la tion  governing the am ount 
o f c red it th a t broker-dealers m ay extend to customers who buy securities.
R egu la tion  U. The Federal Reserve Board regu la tion  governing the  am ount 
o f c red it th a t banks m ay extend to customers, inc lud ing  broker-dealers, 
who borrow  money to buy securities on m arg in .
R egu la tion  X. The Federal Reserve Board regu la tion  specifying conditions 
w ith  w hich  a borrow er m ust com ply when ob ta in ing  cred it fo r the purpose 
o f purchasing or ca rry ing  securities.
R eorganization  departm ent. A  d iv is ion  o f the operations departm ent th a t 
processes securities invo lv in g  corporate reorganizations, m ergers, consoli­
dations, subscriptions, and the exchange o f convertib le  securities in to  
common stocks.
Repurchase agreem ent (repo agreem ent). The sale o f a security, usua lly  a 
U.S. governm ent ob liga tion  or corporate debt ins tru m e n t, a t a specified 
price w ith  a s im ultaneous agreement to repurchase the security, usua lly  
a t a fixed  or determ inable  price on a specified fu tu re  date. A n  agreed-upon 
in te res t ra te  is accrued by the seller-repurchaser over the life  o f the 
contract. For fin an c ia l repo rting  purposes, the security is trea ted  as p a rt 
o f the broker-dealer’s tra d in g  and investm ent inven to ry , w ith  the am ount 
o f the repurchase agreement reflected as a lia b ility .
R estric ted  account. T h is  means th a t a b roker m ay not buy securities fo r a 
p a rtic u la r custom er fo r a specified period o f tim e  unless the custom er has 
deposited enough money in  h is or her account to pay fo r the securities 
before the custom er’s orders are executed.
Reverse repurchase agreem ent (reverse repo). A n agreement w hereby the 
purchaser o f securities agrees to rese ll the securities w ith in  a specified tim e  
a t a fixed  or determ inable  price (see r e p u rc h a s e  a g re e m e n t) .
Reverse sp lit. Opposite o f stock sp lit.
R ights. The p riv ilege  offered by a corporation to its  stockholders to subscribe 
to ce rta in  securities, usua lly  a t a advantageous price.
R ound lo t. A  u n it o f tra d in g  or a m u ltip le  thereof. On the New Y o rk  Stock 
Exchange, the u n it  o f tra d in g  is genera lly one hundred shares in  stocks 
and $1,000 par value in  bonds.
R ound tu rn . A  purchase and a subsequent sale, or a sale and a subsequent 
purchase, o f a com m odity fu tu res  contract. Commissions are usua lly  
charged to the custom ers’ accounts on a rou nd -tu rn  basis.
RVP. A bbrev ia tion  fo r receive versus paym ent.
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Safekeeping. A  position  on the stock record (stree t side) ind ica tin g  securities 
th a t have been fu lly  paid  fo r by customers and th a t are being held by the 
broker-dealer under custody arrangem ents. These securities are genera lly 
reg istered in  the name o f the customer.
Safekeeping box. Location in  w hich  custom ers’ fu lly  pa id -fo r securities are 
kept.
SCA. A bbrev ia tion  fo r subsequent coupons attached.
Scrip. A  certifica te  issued to stockholders o f a corporation th a t m ay be ex­
changed fo r frac tiona l shares o f stock or the equ iva len t in  cash by a fixed 
date. Scrip is usua lly  issued in  connection w ith  a stock d iv idend or a stock 
sp lit.
Seat. Popular name fo r a m em bership on a stock exchange.
SEC. A bbrev ia tion  fo r Securities and Exchange Commission. A n  agency estab­
lished by the U.S. Congress to a dm in is te r federa l securities laws.
Secondary d is tr ib u tio n . The sale o f a large block o f lis ted  securities (other 
th an  an in it ia l issue o f a corporation) outside o f the exchange on w h ich  they 
are lis ted . I t  is usua lly  the holdings o f a large in d iv id u a l stockholder or an 
estate th a t are being liqu ida ted .
S ecurities borrow ed. See b o r ro w e d .
S ecurities loaned. See lo a n e d .
S ecurities n o t re a d ily  m arketab le . This te rm  refers to (1) securities, except 
exempted securities, fo r w hich  there  is no m a rke t on a securities exchange 
or no independent p ub lic ly  quoted m arke t; (2) securities th a t cannot be 
p ub lic ly  offered or sold unless reg is tra tion  has been effected under the 
Securities A c t o f 1933 (or the conditions o f an exem ption, such as Regula­
tio n  A  under section 3(b) o f th is  act, have been complied w ith ); or (3) 
securities th a t cannot be offered or sold because o f o ther arrangem ents, 
res tric tions, o r conditions applicable to the securities or the broker-dealer.
Segregation. A  position  on the stock record (stree t side) ind ica tin g  customers’ 
fu lly  pa id -fo r or excess-margin securities th a t are subject to the custom ers’ 
ins truc tions  and th a t have been set aside. These securities are generally 
in  the name o f the broker-dealer (see b u lk  s e g re g a t io n ) .
Segregation box. Location in  w hich  segregated securities are kept.
Sell out. A ction  taken  by a broker-dealer to  liqu id a te  an account or transaction  
fo r fa ilu re  to m a in ta in  proper m arg in  o r m ake tim e ly  paym ent.
Seller’s op tion . Transaction  th a t, by agreement, is to be settled a t a date la te r 
th a n  the  usual regu la r-w ay transaction .
S e lling  aga inst the  box. This is s im ila r to a short sale except th a t the seller 
a lready owns the stock being sold b u t keeps possession o f i t  and so has to 
borrow  the equ iva len t stock w ith  w h ich  to m ake de livery to the purchaser.
S e lling  concession. A  discount in  the pub lic  o ffe ring  price offered by the issuer 
to members o f its  u n d e rw ritin g  group.
S e lling  group. A  group o f broker-dealers th a t has form ed a jo in t  account fo r 
the sale o f securities, usua lly  in  connection w ith  an u nd e rw riting .
Service bureau. A  data processing center th a t processes the transactions o f 
broker-dealers. These centers are located away from  the broker-dealer’s 
office.
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Settlem ent date. The date on w hich  a security  transaction  is to be settled by 
the de livery  or rece ip t o f securities and the rece ip t or paym ent o f cash.
Settlem ent p rice . The price a t w h ich  a security  or com m odity is to  be settled. 
Used p r im a r ily  in  connection w ith  c learing  o rgan ization  operations.
Short. A  stock record position  (street side) th a t represents location (such as 
box, trans fe r, and so fo rth ) or due from  (such as fa iled  to receive or owed 
to the  brokerage concern by a customer.)
S hort aga inst the  box. See s e l l in g  a g a in s t  th e  b o x .
S hort covering . The purchase o f securities so th a t stock p reviously borrowed 
to m ake de livery  on a short sale m ay be re turned.
S hort sale. A  sale o f securities th a t requires borrow ing  equ iva len t securities 
to m ake de livery  to  the purchaser.
S hort securities d ifferences. The excess o f securities positions fo r w hich  the 
broker-dealer is accountable on its  stock record (longs) over those whose 
locations have been accounted fo r (shorts) a fte r a securities ve rifica tion . 
W hen recorded in  a difference account, the excess w ould  be recorded short 
on the  stock record. See lo n g  s e c u r it ie s  d if fe re n c e s .
SIAC. A bbrev ia tion  fo r Securities In d u s try  A u tom ation  C orporation. A n  inde ­
pendent o rgan ization  established by the New Y o rk  and A m erican Stock 
Exchanges as a jo in t ly  owned subsid ia ry to provide autom ation, data 
processing, and clearing  and com m unication services to the securities 
in d u s try , inc lud ing  the N a tio na l Securities C learing  C orporation.
S igna tu re  guarantee. In  order th a t a reg istered security  m ay be a good 
de livery  on the exchange or a good trans fe r, the s ignature  o f the  registered 
owner m ust be p rope rly  guaranteed. The guarantee o f a stock exchange 
m em ber or a bank is usua lly  considered su ffic ien t guarantee.
SIPC. A bbrev ia tion  fo r Securities Investo r P rotection C orporation, a corpora­
tio n  established fo r the  purpose o f p ro tecting  customers o f broker-dealers 
in  fin an c ia l d ifficu lty .
Specia list. A  b roker who is a m em ber o f an exchange and who operates on the 
floo r o f the exchange to execute transactions and to m a in ta in  an orderly  
m a rke t in  ce rta in  specified securities.
Special o ffe ring . The sale o f a large b lock o f securities on the floo r o f a stock 
exchange. The sale is made in  accordance w ith  special procedures w orked 
out by o ffic ia ls o f the exchange.
S p lit. The action o f increasing the num ber o f ou tstand ing  shares o f stock o f a 
company in  order to decrease the m arke t price and a ffo rd  a greater 
d is tr ib u tio n  o f the shares. For example, two shares fo r each share held w ill  
have the  effect o f reducing the price o f the shares by approxim ate ly 
one-half.
Spot. (1) The actua l com m odity as d is tingu ished  from  a fu tu res contract. (2) 
A n  outg row th  o f the phrase “on the spot,” i t  u sua lly  refers to a cash m arke t 
price fo r stocks o f the physical com m odity th a t are availab le  fo r im m ediate  
delivery. (3) Th is te rm  is also used when re fe rrin g  to  the fu tu res contract 
o f the cu rren t m onth, in  w hich  case tra d in g  is s t i l l  “ fu tu re s ” tra d in g  bu t 
de livery  is possible a t any tim e.
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Spread. A  com bination o f a p u t and ca ll option a t d iffe re n t prices— one below 
and the o ther above the cu rren t m a rke t price. Also refers to the difference 
between the b id  and asked prices o f a security.
SRO. A bbrev ia tion  fo r se lf-regu la tory organization. A n  SRO, o f w hich  a bro ­
ker-dealer is a m ember, assumes respons ib ility  fo r m on ito ring  the broker- 
d ea le r’s com pliance w ith  m in im u m  fin a n c ia l and re la te d  re p o rtin g  
requirem ents.
Standby. A  p u t exercisable a t a fu tu re  date. A  long standby is an option to sell 
G overnm ent N a tio na l M ortgage Association securities; a short standby is 
a com m itm ent to buy.
Standby fee. A  negotiated am ount received or pa id  fo r the sale or purchase o f 
a standby.
Stock d iv idend . A  d iv idend  payable in  the stock o f the  issu ing  corporation.
Stock pow er. A  legal document used in  lie u  o f the assignm ent section o f a 
stock certifica te .
Stock record . The record o f in d iv id u a l securities on w hich  both  the long and 
short positions are shown. For each security, the  to ta l o f the  long positions 
and the to ta l o f the short positions should be in  balance.
Stock reco rd  departm ent. A  d iv is io n  o f the opera tions d epartm en t th a t 
keeps up-to-date records o f a ll securities positions, and is usua lly  respon­
sible fo r reconciling  out-of-balance conditions.
Stock s p lit. See s p l i t .
S tockholder o f record . A  stockholder whose name is reg istered on the  books 
o f the issu ing  corporation.
Stop order. Also called a stop loss order, th is  is an order used by a custom er 
to pro tect a paper p ro fit in  a security  o r to keep down a possible loss in  a 
security. The stop order becomes a m arke t order i f  the price o f the security 
reaches or sells th rough  the price specified by the customer.
Stradd le. A  com bination o f one p u t and one call, ide n tica l w ith  respect to the 
security  issue, num ber o f shares, exercise price, and exp ira tion  date.
Street. A  shortened te rm  fo r W a ll S treet th a t refers to brokers, dealers, and 
o ther fin an c ia l business concerns.
Street item . A  transaction  or account between broker-dealers (for example, 
fa il-to-rece ive, fa il-to -de live r, stock loaned, and stock borrowed).
Street name. Securities held  in  the name o f a broker-dealer instead o f in  
customers’ names are said to be carried  in  s tree t name.
S trik in g  p rice . The price a t w hich  G overnm ent N a tio na l M ortgage Associa­
tio n  securities can be purchased or sold upon the exercise o f a standby or 
optiona l com m itm ent. The price a t w h ich  an option (pu t or ca ll) can be 
exercised (sometimes called the exercise price).
S ubscrip tion . The offer to  purchase a ce rta in  o ffe ring , such as a ce rta in  
num ber o f shares o f the  s tipu la ted  stock or p rin c ip a l am ount o f bonds, fo r 
a s tipu la ted  am ount o f money. The offer is no t b in d in g  unless accepted by 
the proper authorized representatives o f the issu ing  corporation.
S u bs titu tio n . The act o f w ith d ra w in g  securities from  a bank loan and substi­
tu tin g  o ther securities o f approx im ate ly  equal value.
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Suspense account. A n  account used to record securities or monies th a t cannot 
be im m ed ia te ly  id e n tifie d  and cleared (fo r example, reclam ations, D K  
item s, and bad deliveries).
Syndicate. A  group o f broker-dealers th a t underw rites  and d is tribu tes  new 
issues o f securities or large blocks o f an outs tand ing  issue.
TAD. A n  acronym  fo r tran s fe r as directed.
Takeoff. Sometimes re fe rred  to  as a da ily  a c tiv ity  lis t, th is  is a d a ily  record 
show ing the net changes in  each security. A  separate record is prepared 
fo r each security, and the in fo rm a tion  is used to post (update) the stock 
record. Also, a record o f the long and short positions in  a security  on the 
record date, used by the d iv idend  departm ent to  make the appropriate  
d iv idend entries.
Tax stamp. A  rubber-stam p facsim ile  ( in  some instances, a docum entary 
stam p) a ffixed to  a ce rtifica te  to ind icate  th a t a ll applicable tran s fe r taxes 
fo r the ite m  have been paid.
TBA. A bbrev ia tion  fo r to  be announced fu tu re  governm ent sponsored en te r­
prises’ pools th a t are bought and sold fo r fu tu re  settlem ent. T B A  refers to 
the announcem ent o f the specific pools to be delivered or received.
T icke r. A n  in s tru m e n t th a t p r in ts  the  price a t w h ich  a security  has been 
traded  on an exchange a fte r the  trade  has been executed.
Tim e loan. A  loan hav ing  a de fin ite  date o f m a tu r ity  and a specified ra te  o f 
in te res t fo r the en tire  period.
Trade. A  te rm  th a t ind icates the consum m ation o f a security  transaction , 
e ithe r a purchase or a sale.
Trade date. The date on w h ich  a security  transaction  is ac tua lly  executed.
T rader. A n  employee o f a b roker-dealer who executes orders in  the over-the- 
counter m a rke t fo r customers. Also, a person who buys or sells securities 
fo r h is  o r he r own or h is  or he r company’s account fo r short-te rm  p ro fit.
T ra d in g  post. A nothe r name fo r post.
T ra d in g  u n it. The u n it by w hich  the  security  is traded on an exchange, usua lly  
one hundred  shares o f stock or $1,000 p rin c ip a l am ount o f bonds (see r o u n d  
lo t ) .
T ransfer. U sua lly  refers to the act o f changing the ow nership o f registered 
securities on the books o f the  issu ing  corporation.
T ransfe r agent. A  tran s fe r agent keeps a record o f the name and address o f 
each reg istered shareholder and the num ber o f shares each owns. The 
agent sees th a t certifica tes presented to h is or he r office fo r tran s fe r are 
p rope rly  canceled and th a t new certifica tes are issued in  the name o f the 
transferee.
T ransfe r departm ent. A  d iv is ion  o f the operations departm ent th a t matches, 
processes, and controls securities being transfe rred .
T w o-do lla r b ro ke r. A  name given to a m em ber o f an exchange who executes 
orders fo r o ther brokers on th a t exchange.
U n d e rw ritin g . The act o f d is tr ib u tin g  a new issue o f securities or a large block 
o f issued securities, th a t is, a secondary offering.
U nd iv ided  lia b ility . A n  arrangem ent whereby each m em ber o f an u n d e rw rit­
ing  syndicate is liab le  fo r h is  or he r p roportionate  share o f unsold securities 
in  the u n d e rw ritin g  account regardless o f the num ber o f securities the 
m em ber has p reviously  sold.
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Undue concen tra tion . The add itiona l h a ircu t from  net cap ita l (see SEC ru le  
15c3-1) on the m a rke t value o f ce rta in  p ro p rie ta ry  security  positions o f a 
single class or series o f the same issuer th a t exceeds ten  percent o f a 
b roker’s or dealer’s net cap ita l before ha ircu ts.
U n lis ted  security . A  security  th a t is no t lis ted  on an exchange.
U p-fron t fee. The am ount o f cash paid  to a delayed-settlem ent to-be-an­
nounced securities or G overnm ent N a tio na l M ortgage Association p u r­
chaser th a t is offset by an increase in  the sales price.
Value date. Same as s e t t le m e n t  d a te .
Valued stock record . The stock record a t the exam ina tion  date, w ith  each 
security  position  o ther th an  those in  segregation and safekeeping assigned 
a price. R em ain ing  quan titie s  w ith in  the position  are va lued a t the as­
signed price.
V a ria tio n  m arg in . A  te rm , used in  com m odity operations, th a t refers to the 
last-day po in t flu c tu a tio n  (the difference between the p rio r day’s se ttling  
price and the las t day’s se ttlin g  price) on net positions long and short.
W arrants. R ights to purchase add itiona l securities. U sua lly  a ffixed  to the 
certifica te  a t the tim e  securities are o rig in a lly  issued. Also, a document 
evidencing righ ts , fo r instance, a w a rra n t fo r one hundred tw en ty-five  
righ ts .
W hen-d istribu ted . Refers to  the d is tr ib u tio n  o f new securities. Transactions 
are sometimes entered in to  on a w hen-d is tribu ted  basis before the d is tr i­
bu tion  takes place.
When-issued. A  short fo rm  o f w h e n , as , a n d  i f  is s u e d .  The te rm  indicates a 
cond itiona l transaction  in  a security  authorized fo r issuance b u t not yet 
ac tua lly  issued. A ll when-issued transactions are on an “ i f " basis, to be 
settled i f  and w hen the  actua l security  is  issued.
W indow . A  te rm  applied to  a place in  the  office o f a b roker-dealer where 
securities are ac tua lly  received or delivered.
W indow  tic k e t. A  te rm  applied to a document g iven to the broker-dealer by a 
tran s fe r agent as a receipt. Also applies to a tran s fe r document o rig in a tin g  
w ith  the brokerage concern (b roker-orig inated w indow  ticke t).
W ire house. A  brokerage concern th a t has a ne tw ork  o f com m unications 
(telephone or te letype) th a t lin k s  the m ain  office to branch offices and to 
offices o f correspondent brokerage concerns.
W ire room . See o r d e r  d e p a r tm e n t ;  o r d e r  ro o m .
Y ie ld . The re tu rn  on investm en t th a t an investo r w ill  receive from  dividends 
or in te rest. The re tu rn  is expressed as a percentage o f the cu rren t m arke t 
price o f the security  or, i f  the investo r a lready owns the  security, o f the 
price he or she paid. The re tu rn  on stocks is computed by d iv id in g  the to ta l 
d ividends pa id  in  the past ca lendar year by the price o f the stock. The 
re tu rn  on bonds is computed by d iv id in g  the in te res t by the price o f the b id  
and is computed as y ie ld  to m a tu r ity  or as y ie ld  to earlies t call.
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AIC PA RESOURCE: A c c o u n tin g  &  A u d it in g  L ite ra tu re
The AICPA has created a unique online research tool by combining the power 
and speed of the Web with comprehensive accounting and auditing standards. 
AICPA RESOURCE  includes AlCPA's and FASB's libraries:
• AICPA Professional Standards
• AICPA Technical Practice Aids
• AlCPA's Accounting Trends & Techniques
• AICPA Audit and Accounting Guides
• AICPA Audit R isk Alerts
• FASB Original Pronouncements
• FASB Current Text
• EITF Abstracts
• FASB Implementation Guides
• FASB's Comprehensive Topical Index
Search for pertinent information from both databases by keyword and get the 
results ranked by relevancy. Print out important AICPA RESOURCE  segm ents 
and integrate the literature into your engagem ents and financial statem ents. 
Available from anywhere you have Internet access, this comprehensive refer­
ence library is packed with the A & A guidance you need— and use— the most. 
Both libraries are updated with the latest standards and conforming changes.
A IC P A + F A S B  r e fe r e n c e  l ib r a r ie s ,  o n e -y e a r  in d iv id u a l  o n l in e  s u b s c r ip t io n
No. ORF-XX
AICPA Member $ 8 9 0 .0 0  
Nonmember $ 1 ,1 1 2 .5 0
A IC P A  r e fe r e n c e  l ib r a r y ,  o n e -y e a r  in d iv id u a l  o n l in e  s u b s c r ip t io n
No. ORS-XX
AICPA Member $ 3 9 5 .0 0  
Nonmember $ 4 9 3 .7 5
AICPA RESOURCE  also offers over 50 additional subscription products— log 
onto www.cpa2biz.com/AICPAresource for details.
For m o re  in fo rm a t io n  o r  t o  o rd e r, lo g  o n to  
w w w .c p a 2 b iz .c o m /A IC P A re s o u rc e , o r  c a l l  1 - 8 8 8 -7 7 7 -7 0 7 7 .
F o r a d d i t io n a l  c o p ie s  o f  th e  B ro k e rs  a n d  D e a le rs  in  S e c u ritie s  A u d it &  A c c o u n tin g  
G u id e  o r  t o  a u to m a t ic a l ly  re c e iv e  a n  a n n u a l u p d a te — im m e d ia te ly  u p o n  i t s  
re le a s e — c a l l  1 -8 8 8 -7 7 7 - 7 0 7 7 .
A d d itio n a l B roke rs  and D ealers in  S e c u rit ie s  P u b lica tio n s  
S e c u r i t ie s  A u d it  R is k  A le r t  (A R A )
Find out about current economic, regulatory and professional developments before you 
perform your audit engagement. This ARA will make your audit planning process more efficient 
by giving you concise, relevant information that shows you how current developments may 
impact your clients and your audits.
2 0 0 3/04  (022384) AICPA Member $25; Nonmember $31.25
A u d it and A cco un tin g  Guides —  2 0 0 4  Industry  Guides
With conforming changes as of May 1, 2004.
Each —  AICPA Member $47; Nonmember $58.75
• Agricultural Producers and Agricultural Cooperatives (012684)
• Airlines (2003) (012693)
• Brokers and Dealers in Securities (012704)
• Casinos (012714)
• Common Interest Realty Associations (012574)
• Construction Contractors (012584)
• Depository and Lending Institutions: Banks and Savings Institutions, Credit Unions, 
Finance Companies, and Mortgage Companies (as o f March 1, 2004) (012733)
• Government Auditing Standards and Circular A-133 Audits (012744)
• Employee Benefit Plans (as of March 1, 2004) (012594)
• Entities With Oil and Gas Producing Activities (012654)
• Federal Government Contractors (012604)
• Health Care Organizations (as of January 1, 2003) (012614)
• Investment Companies (012624)
• Life & Health Insurance Entities (012634)
• Not-for-Profit Organizations (012644)
• Property and Liability Insurance Cos. (012674)
• Audits of State and Local Governmental Units (2003 Non-GASB 34 Edition) (012563)
• State and Local Governments (GASB 34  Edition) (012664)
A u d it and A ccoun ting  Guides —  General Guides
Each —  AICPA Member $47; Nonmember $58.75
• Analytical Procedures (2004) (012544)
• Audit Sampling (2001) (012530)
• Auditing Derivative Instruments, Hedging Activities, and Investments 
in Securities (2001) (012520)
• Auditing Revenue in Certain Industries (2004) (012514)
• Consideration of Internal Control in a Financial Statement Audit (1996) (012451)
• Personal Financial Statem ents (2003) (012753)
• Prospective Financial Information (2003) (012723)
• Service Organizations: Applying SA S No. 70, as Amended (2004) (012774)
• Use of Real Estate Appraisal Information (1997) (013159)
To order call the AICPA at 1-888-777 -7077 , or fax to 1-800-362-5066  
or log on to w w w .cpa2biz.com
Prices do not include sales tax or shipping & handling. Prices may be subject to change without notice.
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